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Editor’s Notes Give us this day 
our reparation
“Trust my judgment,” says the 
parent, “trust me,” promises the lover, 
“trust me, take my arm,” says the ski 
instructor. Still, the child, the beloved, 
the novice, all tacitly accept the 
unreliability of human behavior. Not so, 
the world of business. There a perfor­
mance is demanded that faithfully 
fulfills implied promises, with no risk or 
detriment of any kind.
“There is a mentality in the popu­
lation that for every harm there must 
be a remedy in money,” according to 
Thomas McNamara, chairman of an 
American Bar Association subcommit­
tee on manufacturer’s liability legisla­
tion. Further, the potential for a 
munificent damages judgment often 
acts as incentive to court an injury, 
assuming the harm can be kept in 
relatively nondisabling boundaries. 
Whiplash syndrome is the scourge of 
the auto insurance industry where 
every accident, however minor, offers 
the possibility of a claim for injury to 
neck or back. Each stumble on walk­
way or steps can be a prelude to a 
disability claim against the property 
owner.
However, there are great perils in 
unsuspected areas.
The Manville Corporation has had to 
file bankruptcy in the face of many 
claims related to toxic asbestos. Auto 
makers have recalled certain models, 
hoping to avoid the financial erosion 
that Ford Motor Co. suffered from 
damage claims after their Pinto fuel 
tanks demonstrated a lethal tendency 
to explode after even minor collisions. 
Extra-strength Tylenol and Rely have 
become household words for the ter­
ror that stalks the market place; such 
terrors are our contemporary demons.
Like dread of demons, they rekindle 
a paranoia that has erupted in witch­
hunts. How can a gun manufacturer be 
implicated in the attempted assassina­
tion of a president? The handgun that 
wounded a president and his press 
secretary was eminently free of de­
fects—it fired correctly and accurately. 
But the lawsuit initiated by presiden­
tial press secretary James Brady main­
tains that manufacturers and distribu­
tors of handguns are liable for injuries 
because they sell the guns indiscrimi­
nately, to legitimate users and to 
criminals alike. Then by a subjective 
extension in theory, the suit argues 
that any possible social usefulness of 
guns is outweighed by their inherent 
dangerousness.
In a milieu so misty with distrust it 
is unavoidable that the professions find 
themselves sharing the target area for 
vindictive consumer action.
Under an extension of the law of 
torts professionals are liable for mal­
practice (real, or so deemed) just as 
manufacturers are liable for defective 
products. As with tangible goods, 
some bizarre interpretations can at­
tach to creative or professional activity. 
Characters in a book may be con­
strued as malicious slanderings of real 
people—especially if the book is a best 
seller so that a suit against author or 
publisher is likely to be highly lucrative. 
Only the doctors are well insulated by 
the firm bonding of the American Medi­
cal Association which virtually pre­
cludes a member from substantiating 
any malpractice claim against another 
member. Even in such relative invul­
nerability, however, a physician must 
be heavily insured against punitive 
damages sought by a patient.
For the accounting profession, the 
enormity of legal damage actions has 
become a legend in our own time. 
When the threat emerged the FASB, 
in 1975, issued Standard No. 5 which, 
among other things, enjoined the legal 
profession to share in identifying 
unasserted claims against clients, and 
in authenticating client statements— 
a marriage of responsibility that was 
scarcely made in heaven yet has been 
acknowledged by both as a bit of 
necessary worldly wisdom. Letters of 
representation from both client and 
client’s lawyer are standard defensive 
tactics as legal actions proliferate by 
third-party interests against account­
ant, lawyer, and client. More than from 
any other disaster, the potential dollar 
loss from a liability suit is a threat to 
the accountant.
Defense, active or passive, against 
a liability suit can be enormously ex­
pensive in the time invested by the 
most highly paid members of an 
accounting firm. Allegations and court 
appearances cannot be ignored even 
if the suit is not contested. Insurance 
against all costs of litigation must 
usually be set at multiples of annual 
gross receipts by the firm, and in­
dividual partners must carry their own 
personal liability coverage. Nor does 
retirement by a partner, or acquisition 
of a practice by another firm, relieve 
the vulnerability for subsequent mal­
practice claims. Practitioners and/or 
firm are legally liable until the statute 
of limitations runs out.
There was a time, not too long ago, 
when drivers sued each other when an 
accident occurred, but nobody thought 
of suing the manufacturer of the auto­
mobile. Or the capsule maker when a 
sealed bottle of pills had been entered 
and the contents poisoned. Whatever 
became of caveat emptor? The whole 
debate about consumer protection ver­
sus product or personal integrity bogs 
down in a philosophical quagmire as 
the innocent in both directions con­
tinue to sustain wounds. Lawsuits 
flourish even while we generally agree 
that the totally safe vehicle, or environ­
ment, or audit, is academically possi­
ble but unaffordable.
There was a time, still longer ago, 
when each customer was personally 
acquainted with the grocer, the drug­
gist, the doctor and the lawyer. Every­
one in town knew the track record for 
the local good guys and bad guys, and 
even if the manufacturer of a product 
remained a stranger from without there 
was still the brand name, carrying an 
unimpeachable reputation. In those 
days Europeans smiled at naive 
Americans who detected only white 
and black in the market place. Now we 
have matured to a more jaded national 
culture and our litigiousness testifies 
to our dismay at the many shades of 
gray we see drifting around us.
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Accounting Myopia
Time to Reconsider the ITC?
By Paul A. Janell and Sharon McKinnon
In Greek mythology, there was a 
man named Sisyphus, who was con­
demned by the gods to spend eternity 
pushing a large stone to the top of a 
high mountain. Each time he neared 
the summit, the stone would slip from 
his grasp and roll down the mountain. 
The issue of accounting for the Invest­
ment Tax Credit (ITC) in many ways 
has represented the Sisyphian task of 
the standard-setting bodies of the ac­
counting profession. The ITC issue has 
a stormy history of dissension between 
Congress, the Accounting Principles 
Board (APB) and the business com­
munity. The Economic Recovery Act 
(ERA) of 1981 once again is forcing the 
profession to deal with the appropriate 
treatment of the ITC for financial state­
ment purposes.
The new act allows corporations to 
sell their investment tax credits and ac­
celerated cost recovery allowances 
(ACR). This is accomplished when one 
taxpayer (who cannot take advantage 
of the credit) “sells” equipment to 
another taxpayer, thus, selling the 
related ITC and ACR. In turn, the buyer 
(who can take advantage of the ITC) 
leases the equipment back to the 
original owner. Besides thrusting the 
ITC accounting issue into the forefront, 
the act raises several other knotty 
issues involved with accounting for 
capital leases and the cash received 
when the ITC is sold. The original issue 
of the proper accounting treatment of 
the investment credit also provides fuel 
in the controversy over the bigger 
issue of how taxes should be allocated 
to income.
Tax Rules for ITC
The Economic Recovery Tax Act of 
1981 provides for an investment credit 
rate at 10 percent. The recovery period 
for Section 38 property qualifying for 
the credit has been revised. For five, 
ten, and fifteen year recovery property 
the full rate of 10 percent is applicable. 
The recapture provisions have also 
been revised, but there is no recapture 
for property held five years. For three- 
year property, the applicable invest­
ment tax credit is 6 percent.
The Investment Tax Credit has 
periodically been cancelled and 
reinstated, as Congress has attempted 
to utilize it as a stimulant to capital in­
vestment. The ITC is a permanent 
reduction of taxes, assuming the com­
pany holds the investment long 
enough to avoid recapture. However, 
the ITC has raised some thorny issues 
in terms of accounting for and report­
ing the credit in the financial 
statements.
Current Accounting Treatment
Presently, there are two allowable 
alternatives that can be used to ac­
count for the Investment Tax Credit. 
These are known as the cost-reduction 
(or deferred) method and the tax­
reduction (or flow-through) method. 
Essentially, a corporation has com­
plete freedom in selecting either 
method to report the effects of the In­
vestment Tax Credit in its financial 
statements. Regardless of the method 
used to present the credit in financial 
statements, the actual tax effects are 
the same, as the credit produces a 




To better understand the accounting 
profession’s dilemma concerning the 
nature and treatment of the Investment 
Tax Credit, it is important to briefly 
trace its history. Exhibit No. 1 presents 
a chronological history of the ITC. The 
exhibit makes quite obvious the fact 
that standards developed by the ac­
counting profession have often been in 
direct contrast to Congressional intent 
and IRS rulings. President John F. 
Kennedy originally proposed the in­
vestment tax credit in his tax message 
to Congress on April 20, 1961. As it 
proceeded through the legislative pro­
cess, the bill underwent several major 
revisions before Kennedy signed it into 
law in 1962. It was not until late in 1962 
that the APB gave serious considera­
tion to the accounting treatment of the 
ITC. As the Board viewed it, there were 
three possible alternatives:1
(1) subsidy by way of a contribution 
to capital;
(2) reduction in taxes otherwise ap­
plicable to the income of the 
year in which the credit arises; 
and
(3) reduction in a cost otherwise 
chargeable in a greater amount 
to future accounting periods.
Method No. 1 was quickly dismissed 
by the Board. However, Method No. 2, 
referred to as the tax reduction 
method, received serious considera­
tion. The major argument for this 
method was that the Revenue Act of 
1962 provided the credit to stimulate 
investment, and thus, in substance it 
should be a selective reduction in
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Exhibit No. 1
CHRONOLOGICAL HISTORY OF 






1961 Investment Tax Credit proposed by President 
Kennedy, April 20, 1961.
—
1962 ITC signed into Law by President Kennedy- 
October 16, 1962.
APB Opinion #2
Dec. 1962, requires the Cost-Reduction 
Method.
1963 SEC issues ASR#96 allowing either the Cost- 
Reduction or Tax Reduction Method. Jan. 
1963.
—
1964 Revenue Act of 1964 eliminates requirement 
that Investment Credit be treated for income 
tax purposes as a reduction in the basis of 
the property.
APB Opinion #4
March, 1964, accepts both methods but 
indicates preference for cost reduction.
1970 — APB proposes exposure draft on the ITC, 
which would require the Cost-Reduction 
method as the only acceptable method.
1971 1971 Act of Congress which made it legal for 
corporations to use either method.
—
1973 — FASB adopts APB Opinions as Generally 
Accepted Accounting Principles.
1981 1981 Economic Recovery Tax Act. 
Corporations may “sell” ITC.
FASB issues exposure draft “Accounting for 
the Sale or Purchase of Tax Benefits Through 
Tax Leases” October 1981, with a revision in 
April, 1982.
FASB issues Technical Bulletin No. 81-2 
“Accounting for Unused Investment Tax 
Credits Acquired in a Business Combination 
Accounted for by the Purchase Method"
1982 — FASB issues exposure draft “Accounting for 
the Reduction in the Tax Basis of an Asset 
Caused by the Investment Tax Credit”
taxes related to the act of investment 
rather than any future use of the asset.
However, the Board opted in favor 
of Method No. 3, referred to as the cost 
reduction method, citing several 
reasons. First, the Revenue Act of 
1962 required that the investment 
credit reduce the basis of the property. 
Second, there were also recapture pro­
visions making the realization of the 
credit dependent upon certain future 
events. Finally, the most important 
reason given was that earnings should 
arise from the use of assets and not 
solely from their acquisition.
In January of 1963, the SEC issued 
ASR No. 96 which stated that either the 
cost reduction or the tax reduction 
method would be acceptable for SEC 
reporting purposes. The reasoning 
given was that there was substantial 
diversity of opinion among members of 
the business community and account­
ing profession. In addition, the 
Revenue Act of 1964 eliminated the re­
quirement that the investment credit 
reduce the basis of the property, thus 
negating one of the reasons given by 
the APB for requiring deferral.
In response, although the Board 
stated that the Revenue Act of 1964 
had no effect on their decision, APB 
Opinion No. 4 stated that the tax reduc­
tion method would also be acceptable 
for reporting purposes, even though 
the cost reduction method was still 
preferable. The Board emphasized the 
need for full disclosure regardless of 
the method adopted.
The APB was severely criticized for 
issuing Opinion No. 4, because it per­
mitted one item, the ITC, to be ac­
counted for in either of two ways. The 
accounting profession believed that 
this was a dangerous precedent since 
the Board was charged with reducing 
alternatives, not fostering them. A 
great deal of pressure was exerted on 
the Board; thus, in 1970, they issued 
an Exposure Draft stating that the cost­
reduction method of accounting was 
the only acceptable method.
The Exposure Draft met with a great 
deal of opposition from the business 
community, because many believed 
that the tax-reduction method was the 
preferable method. This opposition 
resulted in what amounted to an act of 
Congress. The 1971 Revenue Act 
made it legal for corporations to use 
either the deferred or the flow-through 
method in their financial reports. 
Reluctantly, the APB was forced to 
withdraw its Exposure Draft.
In 1973, the APB was replaced by 
the Financial Accounting Standards 
Board (FASB). The FASB essentially 
adopted all the existing opinions of the 
APB, thus, in effect giving its blessings 
to the dual treatment allowed in APB 
No. 4. To date, the FASB has not given 
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any reconsideration to the accounting 
treatment of the ITC.
Congressional Intent
The ITC has had a stormy past in the 
accounting profession and has again 
surfaced as a result of the provisions 
in the Tax Recovery Act of 1981, and 
Section 205 of the Tax Equity and 
Fiscal Responsibility Act of 1982. Such 
controversy warrants an extended 
discussion of the nature of and ac­
counting treatment of the Investment 
Tax Credit. Is the credit really a reduc­
tion of cost? Was that the intent of 
Congress? At first glance it would 
seem so, as evidenced by the follow­
ing statement:2
“It is the understanding of the con­
ferees on the part of both the House 
and the Senate that the purpose of 
the credit for investment in certain 
depreciable property, in the case of 
both regulated and nonregulated in­
dustries, is to encourage moderniza­
tion and expansion of the nation’s 
productive facilities and to improve its 
economic potential by reducing the 
net cost of acquiring new equipment, 
thereby increasing the earnings of the 
new facilities over their productive 
lives.”
However, as Moonitz indicated, 
there are other possible interpretations 
of the above passage. A passage 
taken from the Annual Report of the 
Council of Economic Advisors states in 
part, “The investment credit will 
stimulate investment by reducing the 
net cost of acquiring depreciable 
assets, thus increasing expected 
profitability.’’3
Moonitz emphasizes that econo­
mists and other laymen may have a dif­
ferent interpretation of “cost” than do 
accountants. Moonitz contends that 
the concept of “net cost” referred to 
in the preceding passage is the one 
used in capital-budgeting problems, 
that is, it increases the profitability of 
a project by decreasing tax outflows.
The evidence on Congressional in­
tent favors the view that the ITC is a 
direct reduction of taxes, and not a 
reduction in asset cost. This is sup­
ported by the actions of Congress and 
other governmental bodies. Whenever 
the accounting profession has at­
tempted to enforce the use of the 
deferred method, there has been a cor­
responding governmental action.
Nature of the ITC
The accounting profession has 
argued that the ITC is directly related 
to the asset acquired and, thus, the 
benefit of the credit should be related 
to the useful life of that asset. Account­
ants argue that a company will not 
receive the benefit if the asset is not 
held for a specified period of time, 
(thus the recapture provisions).
Advocates of the flow-through 
method, on the other hand argue that 
the credit is a selective reduction in tax 
that should be recognized in the year 
in which it becomes available to the 
corporation. They contend that the tax 
benefit is not directly related to holding 
the asset for a specified period of time.
As Moonitz stated, in his dissent to 
APB Opinion No. 2, the treatment of 
the credit as a reduction in cost would 
mean that two companies acquiring an 
identical asset would record it at a dif­
ferent acquisition cost depending upon 
the tax status of the acquiring corpora­
tion. As another writer stated, “the 
many and complex provisions of the 
law relating to credit limitation, credit 
carryback, credit carryforward, loss 
carryback, and loss carryforward make 
it clear that it is primarily a part of the 
income tax structure. . .”4 These are 
two strong arguments for the tax 
reduction method.
Additional evidence that the ITC 
should be treated separately from the 
accounting for the asset is contained 
in the Economic Tax Recovery Act 
of 1981. According to the Act cor­
porations may sell their tax credits 
through a leasing arrangement. This 
further confirms Congressional intent 
that the ITC is a separable item and 
supports the flow-through method of 
accounting.
FASB Action
The FASB’s response must be 
analyzed in the overall context of the 
present state of accounting for taxes 
in general. Many of the issues specific 
to accounting for the ITC are directly 
related to the theoretical aspects of 
deferral of any tax related amounts. 
Perhaps the FASB is choosing to 
postpone definitive action on the ITC 
issue until the more general questions 
of tax allocation have been addressed.
Issues of Tax Allocation
The primary question concerning in­
come tax allocation is simple: When 
taxable income differs from income 
calculated for financial reporting, 
where and how should the different 
amounts of tax expense be presented?
The investment tax credit has 
had a stormy past in the 
accounting profession.
Permanent differences in taxable and 
financial income present no difficulties. 
For example, municipal bond revenue 
will never be taxable, so it is simply ig­
nored in calculating tax expense for 
financial statements. However, some 
differences simply represent timing dif­
ferences, or more simply expressed, 
postponement or prepayment of taxes. 
The most common example arises 
when a company uses an accelerated 
method of depreciation for tax pur­
poses and straight-line depreciation for 
financial reporting purposes. Under 
current standards, the “temporary” 
difference is set up as a deferred 
amount that eventually will be 
reversed.
It is this usage of the deferred 
method of tax allocation that has come 
under attack. Two major criticisms of 
the method deal with the basic defini­
tion of “tax expense” and the nature 
of the deferred amount. Many op­
ponents of this method believe that tax 
expense should be defined as the ac­
tual amount of taxes that must be paid 
each year, thus advocating elimination 
of any form of deferred or prepaid tax 
amounts. Often cited is the statement 
of the purpose of financial accounting 
espoused in the first issuance of the 
FASB’s conceptual framework project. 
In attempting to define what account­
ing principles should accomplish, the 
FASB emphasized prediction of cash 
flows. By restricting tax expense to ac­
tual tax payment, it is argued that net 
income is more indicative of the cash 
expended for taxes.
Other opponents of deferred taxes 
question the nature of the deferred 
amount in the statements. Presently it 
is shown as a liability, in other words, 
“We have made income on which 
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these taxes will have to be paid even­
tually.” Yet the deferred portion does 
not fulfill the definition of a liability as 
defined by the FASB.5 It is an 
estimated amount which is dependent 
upon many future factors. The taxes 
will be paid in the future only if the 
company has future income, and the 
amount may differ drastically as a 
result of differing tax rates and the 
political environment at the time.
The FASB has indicated its dissatis­
faction with current requirements and 
may choose a different method in the 
near future. Possibilities include pre­
senting deferred amounts at their pres­
ent value only if they are actually 
expected to reverse. This would re­
duce deferred amounts drastically, for 
by considering the time value of 
money, present amounts could be very 
small. In addition, there is little 
evidence to prove that these amounts 
do reverse at all. In fact, several 
studies indicate that for growing com­
panies, deferred taxes increase, 
almost taking on the qualities of 
assets, in that they represent suc­
cessful management ability to per­
manently postpone payment of taxes.
Relation to the ITC
How do these issues affect account­
ing for the ITC? The deferred method 
of accounting for the ITC is directly 
related to the deferred method of tax 
allocation. It results in a deferred ac­
count on the balance sheet which has 
the appearance of being a liability. Yet 
in this instance, it is almost impossible 
to rationalize this classification. For 
deferred taxes there is the possibility 
that the taxes will have to be paid 
eventually. However, the ITC amounts 
are not temporary at all. They are per­
manent, specific amounts which have 
already been realized. The only argu­
ment that can be advanced supporting 
the liability classification is the 
possibility of recapture. However, re­
capture is the exception rather than 
the rule, and a method which applied 
some type of probability criterion to 
future loss of the benefits would almost 
always result in elimination of the 
deferred amounts.
Summary
The Investment Tax Credit is an 
issue which ties together many of the 
controversies of the accounting profes­
sion. The standards setting bodies 
have been faced with the difficult task 
of trying to satisfy numerous parties in 
both the business and governmental 
sectors. At the same time, they are 
faced with the need to determine how 
these various, and often opposing, 
viewpoints can be incorporated into a 
theoretically acceptable framework for 
promulgation of accounting standards. 
Until the FASB adopts the flow-through 
method, the ITC will continue to resem­
ble the large boulder which never quite 
reaches an acceptable position on top 
of the mountain.Ω
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1APB Opinion #1, “Accounting for the Invest­
ment Credit,” December, 1972. Paragraph No. 
3.
2Moonitz, Maurice, “Some Reflections on the 
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tracted from the “Report of the Committee of 
Conference on the Disagreeing Votes of the Two 
Houses.”
3Ibid.
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5Liabilities are defined as “... probable future 
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SAS 39
A Pragmatic Approach
By Karen L. Hooks, Gerald H. Lander 
and Stephen S. Walker
Audit risk may be defined as the 
probability of issuing an inappropriate 
or incorrect opinion on financial state­
ments because material errors or irreg­
ularities were not detected. Audit risk 
could also include the possibility of 
disclaiming an opinion when, in fact, 
the economic circumstances did not 
reasonably support such an audit con­
clusion. The objective of this article is 
to segregate audit risk into risk deter­
minants, analyze these factors in 
terms of controllable and noncon­
trollable components, and discuss the 
implication of SAS Number 39 as a 
guide for the auditor in evaluating audit 
risk.
Ultimate Risk
Ultimate risk is the risk that the mon­
etary error is greater than the tolerable 
error (materiality level) in the balance 
and/or classification, that it will not be 
detected by the auditor and that an 
inappropriate conclusion may be 
reached. Ultimate risk may be aggre­
gated into two components. The first 
is the likelihood of a material error oc­
curring. The second is that material er­
rors that occur will not be detected in 
the auditor’s examination.
Why errors occur.
There are four major factors that 
cause material error to occur and 
these are primarily uncontrollable by 
the auditor. These factors are (1) man­
agement’s integrity at upper levels, (2) 
relative strength of the client’s system 
of internal accounting control, (3) 
capable personnel, (4) the economic 
condition of the entity.
The integrity of a client’s top man­
agement is probably more important 
than any other factor in assessing the 
risk that a material error will not be dis­
covered on a timely basis. The poten­
tial for the override of internal controls 
must always be considered since man­
agement deception and collusion is an 
avenue to perpetuate misreporting of 
financial information. The courts have 
indeed recognized the importance of 
a strong system of internal accounting 
control. For example, in the Ultramares 
case, the auditors were deceived by an 
overstatement of receivables. In follow­
ing the accepted audit procedures 
then in practice, the auditors confined 
their investigation to evidence created 
and/or held by the client, such as sales 
invoices, sales journals, cash receipts 
journals, etc. When the overstatement 
was discovered a third-party creditor 
filed suit for both negligence and fraud. 
The more recent Hochfelder case also 
displays the importance of a good in­
ternal control system and justifies con­
cern about management override. Ad­
herence to a presidential “mail rule” 
in which no one except the president 
opened mail addressed directly to him 
permitted a fraud which eventually 
caused a damage suit against the 
auditors by the injured third parties.
Management has a wide range of 
incentives to misrepresent financial in­
formation. Individually and collectively, 
management personnel are motivated 
by factors ranging from perceived in­
creased job security to the mainten­
ance of high stock prices. Assessing 
the reliability of the client’s system of 
internal accounting control is a major 
factor in concluding on the fair pre­
sentation of financial condition. As 
accounting systems become more 
complex, often arising from growth or 
a need to comply with regulatory agen­
cies, understanding and evaluating the 
systems becomes more important in 
assessing the probability of material 
error. As a result, many public ac­
counting firms now place greater em­
phasis on internal accounting control 
evaluation. Most notably, a shift to a 
transactions flow approach is being 
emphasized rather than the traditional 
emphasis on substantive testing.
Managers and internal auditors are 
interested in the reliability of informa­
tion generated from the corporate 
system. Indeed, their interest is much 
broader than that of the independent 
auditor who is concerned primarily with 
the reliability of financial information. 
Management’s responsibility includes 
establishing and maintaining a system 
of internal control. Internal auditors are 
responsible for evaluating the system 
of internal accounting control as a ser­
vice to management. For the inde­
pendent auditor, how management 
and internal audit discharge their 
duties impacts audit risk and audit fees 
billed to the client.
The independent auditor must be 
diligent, thorough and precise in de­
termining how effectively the internal 
accounting control system was operat­
ing throughout the audit period. In ad­
dition, the auditor must always be 
conscious (e.g., professional skepti­
cism) of the possibility that the system 
of internal accounting control has been 
overridden by top management.
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Management has a wide 
range of incentives to 
misrepresent financial 
information.
The third factor is capable person­
nel. Like the previous two factors, 
management integrity and strength of 
the internal accounting control system, 
it is very important and very difficult to 
evaluate. Auditors have very limited 
means for discovering whether client 
personnel, other than top manage­
ment, possess “a degree of quality 
commensurate with responsibilities.” 
The best design of a system of inter­
nal accounting control may not be reli­
able if the personnel are not compe­
tent in performing their assigned tasks. 
Generally, the best that the auditor can 
do is to identify the very capable peo­
ple and those that are extremely in­
capable. Since these are extremes 
and do not represent the majority of a 
firm’s personnel, one suggested 
means of assessing client proficiency 
is to observe and audit the output gen­
erated by the client’s employees. The 
results may be used as evidence of the 
quality of their work and indirect evi­
dence of their abilities. Note that this 
may be performed in conjunction with 
compliance testing.
The dynamic economic environment 
in which the client operates must not 
only be understood by the auditor, but 
also impact the decision of appropriate 
audit testing to be employed. Industry 
characteristics are important. Yet, 
coupled with them, the auditor should 
consider factors associated with the 
geographic location of the entity. Addi­
tionally, federal, state and local eco­
nomic and regulatory policies need to 
be assessed. Quick changes in the 
economic environment and/or the in­
dustry may place additional economic 
pressure on the auditor’s client. This 
increased pressure will result in a 
higher audit risk. In today’s economic 
environment many questions may 
arise about an entity’s ability to con­
tinue operating as a going concern. 
Therefore, additional procedures may 
be required to search for mitigating 
factors as prescribed by SAS No. 34.
The Auditor’s Considerations 
When a Question Arises 
About an Entity’s Continued 
Existence.
Why errors go undetected?
There are two major factors that may 
cause material error to be undetected. 
Since these factors are directly con­
trollable by the auditor, they are of par­
ticular interest. The two factors are: 
sampling risk and nonsampling risk.
Sampling risk is the risk that the 
auditor may fail to detect a material er­
ror because a 100 percent audit of 
transactions is not feasible. Statisti­
cally, sampling risk depends on the 
levels of audit materiality, desired toler­
able error and an allowance for sampl­
ing risk (precision), sample size, and 
the desired confidence level.
Evaluation of the results of a sub­
stantive test in monetary terms re­
quires the auditor’s judgment of the 
dollar amounts of errors that are 
material. In planning for a substantive 
test of details, the auditor needs to 
consider the monetary error in the 
related account balance or class of 
transactions that may exist before the 
financial statements are materially mis­
stated. This maximum error is called 
tolerable error for the sample. SAS 
Number 39, Audit Sampling, defines 
tolerable error as a planning concept. 
It is related to the auditor’s preliminary 
estimates of materiality levels in that 
the combined tolerable error for the en­
tire audit plan should not exceed pre­
liminary estimates.
Unfortunately, there exists no objec­
tive means for determining sampling 
risk in judgmental, nonrandomly se­
lected samples. Sampling risk is quan­
tifiable and controllable, however, 
when statistical sampling techniques 
are used. The auditor can adjust the 
sample size to achieve a desired risk 
level, given a tolerable error level and 
audit materiality value.
Note that nonsampling risk is the 
risk that the auditor may fail to detect 
a material error because of inherent 
problems associated with the interpre­
tation or accumulation of test results. 
Therefore, the auditor should take spe­
cial care when summarizing and inter­
pretating the sample results.
SAS Number 39, Audit Sampling, 
provides guidance in formalizing sam­
pling procedures, specifically in mak­
ing inferences from samples to popula­
tions. The samples may be statistical 
or nonstatistical as long as they are 
random representations of the popula­
tion. The auditor’s judgment is of 
paramount importance regardless of 
the sampling method that is chosen. 
In addition to recognizing the impor­
tance of audit judgment, SAS Number 
39 provides guidance for dealing with 
audit risk, and provides guidance for 
a formalized defense of the auditor’s 
opinion.
Comparison of SAS 
No. 1, Sec. 320 B.35
With SAS No. 39
SAS Number 39 identifies the risk of 
issuing an inappropriate audit opinion 
as the key area of concern. Alterna­
tively, SAS Number 1, Sec. 320 B.35 
highlights the reliability of issuing a 
particular audit opinion. SAS Number 
1, Sec. 320 B.35 can be summarized 
as follows:
(1-R)=(1-S) (1-C) (ME), defined as
S = Reliability level for substantive 
tests meaning the percentage of 
times the sample will accurate­
ly represent the population.
R - Combined reliability level de­
sired. (1-R = risk)
C = Reliance assigned to internal 
accounting control and other 
relevant factors.
ME = The likelihood of material error. 
This is subjectively assigned 
and may range between values 
of 0 and 1.0.
For model purposes, if ME = 1, the 
resulting equation would be
(1-R) = (1-S) (1-C).
For example if .95 is determined by 
the auditor to be the predetermined 
reliability level this would mean that the 
risk due to the likelihood of a material 
error occurring would be 5 percent. 
After an evaluation of internal account­
ing control using either statistical or 
nonstatistical techniques, substantive 
testing is determined as follows:
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Table I implies that if the auditor 
desires a total audit risk of .05, he has 
the option of accepting a (1-S) sub­
stantive risk of .50 and a (1-C) internal 
control evaluation of .10 or vice versa. 
Note that ultimately the combination 
chosen relies upon audit judgment.
The following model expresses the 
general relationship of the risks asso­
ciated with the auditor’s evaluation of 
internal accounting controls, substan­
tive tests of details, and analytical 
review procedures and other relevant 
substantive tests under SAS Number 
39,
UR = IC x AR x TD.
UR = The allowable ultimate risk that 
monetary errors equal to tolerable 
error might remain undetected in 
the account balance or class of 
transactions after the auditor has 
completed all audit procedures 
deemed necessary.
TE = The maximum monetary error for 
the balance or class is called toler­
able error for the sample (e.g., 
sample materiality).Tolerable error 
is a planning concept and is 
related to the auditor’s preliminary 
estimates of materiality levels in 
such a way that tolerable error for 
the entire plan does not exceed 
these limits.
TR = The maximum rate of deviations 
from a prescribed control pro­
cedure that the auditor would be 
willing to accept without altering 
his planned reliance on the control 
(e.g., sample materiality). This is 
the tolerable rate.
IC = The auditor’s assessment of the 
risk that, given that errors occur, 
the system of internal accounting 
control fails to detect them, 
whether because of poorly design­
ed controls or lack of compliance. 
The auditor would assign this risk 
for control procedures on which he 
intends to rely in establishing the 
scope of the substantive test of 
details. The quantification for this 
model relates to the auditor’s 
evaluation of the overall effec­
tiveness of those internal account­
ing controls that would prevent or 
detect material errors equal to 
tolerable error in the related ac­
count or balance or class of trans­
actions. For example, if the auditor 
believes that pertinent controls 
would prevent or detect errors 
equal to tolerable error about half 
the time, he would assess this risk 
as 50 percent.
AR = The auditor’s assessment of the 
risk that analytical review pro­
cedures and other relevant
Table II illustrates the use of statistical sampling:
TABLE II
Allowable Risk of Incorrect Acceptance (TD) 
for Various Assessments of IC and AR for UR = .05
Auditor’s subjective assessment of 
risk that internal accounting control 
might fail to detect aggregate errors 






*The allowable level of UR of 5% exceeds the product of IC and AR, and, thus, the 
planned substantive test of details may not be necessary.
Note: Table entries for TD are computed from the illustrative model: TD equals UR/ (IC x 
AR). For example, for IC = .50 and AR = .30, TD = .05/ (.50 x .30) or .33 
(equals 33%).
substantive tests would fail to 
detect errors equal to tolerable er­
ror, given that such errors occur 
and are not detected by the system 
of internal accounting control.
TD = The allowable risk of incorrect ac­
ceptance for the substantive test of 
details, given that errors equal to 
tolerable error occur and are not 
detected by the system of internal 
accounting control or analytical 
review procedures and other rele­
vant substantive tests.
The auditor should use this model to 
obtain an understanding of an appro­
priate risk of incorrect acceptance of 
details. The SAS Number 39 model fits 
the use of statistical sampling tech­
niques. Yet, auditors who elect to use 
nonstatistical sampling might use the 
model to formulate audit plans by 
establishing an ultimate risk level and 
then, by use of judgment samples, 
estimates the values for IC and AR. 
The values would be in terms of high, 
medium and low risk. For example if 
IC = .10 and AR = .10, a lower level 
of substantive testing would be re­
quired than if IC = .50 and AR = .25. 
This type of audit plan is legally more 
defensible than an audit plan which 
does not incorporate a model in the 
decision process.
If the model is used for statistical 
sampling certain benefits inherent in 
the use of statistics will be received.
Auditor’s subjective assessment of 
risk that analytical review procedures 
and other relevant substantive tests 
might fail to detect aggregate errors 
equal to tolerable error.
AR
10% 30% 50% 
TD
100%
- - - 50%
- 55% 33% 16%
- 33% 20% 10%
50% 16% 10% 5%
These include:
1. More efficient sample size.
2. The sufficiency of the evidential 
matter obtained is measurable.
3. Results are easier to evaluate ob­
jectively, because of the mathematical 
conclusions.
4. Overall, conclusions are math­
ematically defensible.
In both nonstatistical and statistical 
use of the model relative relationships 
of the various elements of audit risk 
are most important. For example, in 
Table II, if IC = .10 and AR = .10 with 
UR = .05, the allowable risk of in­
correct acceptance is greater than .55 
and theoretically no substantive testing 
is required. This condition exists be­
cause the calculated UR, which is the 
multiplicative product of IC = .10 and 
AR = .10, is .01. This is less than the 
acceptable UR of .05. A prudent 
auditor would still perform some sub­
stantive testing because of the in­
herent limitations of the model, and 
other SAS requirements. The main 
point is that a minimal amount of 
testing is appropriate because of the 
low risk factors assigned to internal ac­
counting control, analytical review and 
other substantive tests.
Alternatively, if IC = .50 and AR = 
.50 more substantive testing is need­
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ed for the allowable risk of incorrect ac­
ceptance of TD = .20. This means that 
the auditor should be less willing to ac­
cept the risk of material errors and ir­
regularities in planning substantive 
tests. Sample size should be in­
creased, accordingly. Below is another 
approach to explaining SAS No. 39.
DIAGRAM DESCRIPTION
SAS Number 39 can be explained 
through the use of the accompanying 
flow diagrams. The topics of the SAS 
have been segregated into four areas 
for explanatory purposes: Decision to 
Test and Approach to Testing, Pur­
pose of Testing, Planning the Tests, 
and Directions for a Statistical Sampl­
ing Approach. Each of the diagrams 
will now be discussed in detail.
Decision to Test and Approach to 
Testing
In Diagram A the decision to test and 
manner of testing used begins with the 
identification of audit objectives. First, 
the auditor decides what assurances 
must be obtained to support the ex­
pression of an audit opinion. Then, it 
must be determined whether or not a 
test basis approach will produce suffi­
cient evidence to provide these 
assurances. If a test basis approach 
will not provide sufficient evidence, 
then all of the data is examined.
When the auditor determines that a 
test basis approach can provide suffi­
cient, competent evidential matter 
certain considerations are addressed 
prior to, or concurrently with, perform­
ing audit procedures. The likelihood 
that the client’s system of internal con­
trol or supplementary audit procedures 
will not identify items which could 
cause the financial statements to be 
misleading is assessed by the auditor. 
This assessment may be performed in 
various ways, but whether the ap­
proach is formal or informal it relies 
heavily on professional judgment.
Another consideration which the 
auditor addresses is Beta Risk, or the 
risk of overreliance. Beta Risk, along 
with the internal control and supple­
mentary procedures described above 
composes Ultimate Risk. Ultimate 
Risk, the Risk of Audit failure, was 
defined earlier and shown in equation 
form. Beta risk is the risk that, based 
on sample results, an auditor will con­
clude that a financial statement 
number is fair when in fact it is false, 
as previously defined. Again, as with 
the internal control and supplementary 
audit procedure considerations, the 
approach to assessing Beta Risk may 
be formal or informal. In fact, Beta Risk 
may be mathematically derived. 
Ultimately, professional audit judg­
ment still affects mathematically cal­
culated risk.
After determining the levels of all the 
components of Ultimate Risk, and the 
resulting Ultimate Risk, the auditor 
decides whether it is acceptable. 
Usually, this acceptability is deter­
mined by comparing the calculated 
Ultimate Risk to the level the auditor 
has predetermined as acceptable for 
this particular engagement. If the ex­
isting Ultimate Risk is acceptable, the 
auditor can continue with planned 
steps. If the Ultimate Risk is unaccept­
able the auditor takes steps to reduce 
it to an acceptable level. Reducing 
Ultimate Risk is usually costly. There­
fore, the effect of potential misstate­
ment on the use and understanding of 
the financial statements must be in­
cluded in the reduction considerations.
Finally, once an acceptable Ultimate 
Risk has been determined a statistical 
or nonstatistical sampling approach is 
selected. Either approach may be 
used to collect the necessary suffi­
cient, competent evidential matter.
Purpose of Testing
Diagram B displays that whether the 
sampling approach is statistical or non­
statistical it can apply to all three types 
of audit tests: compliance, substantive, 
and dual purpose. Further, in all three 
types of tests two possible types of in­
correct conclusions may be reached.
First, a test may lead the auditor to 
incorrectly accept the propriety of the 
client’s internal accounting control 
system, or overrely on the client’s 
financial statement numbers, or both. 
This error results from overdepend­
ence on test results. Audit effec­
tiveness is impacted because, upon 
coming to an acceptable result, the 
auditor will test no further and the error 
will not be caught.
Second, a test may lead the auditor 
to incorrectly reject the propriety of 
controls, underrely on financial state­
ment numbers, or both. The primary 
audit impact is on efficiency. Efficiency 
rather than effectiveness is impacted 
because when an auditor reaches a 
negative test conclusion the first reac­
tion is to test further. Thus, the error 
will probably be caught, but at an 
increased audit expense.
Planning the Tests
Diagram C presents topics which 
are considered in planning all audit 
tests, whether a statistical or nonstatis­
tical approach is used. For both com­
pliance and substantive tests and 
combinations of the two, the relation­
ship of the test to the audit objective 
is considered. This is consistent with 
the guidance given in SAS Number 31, 
“Evidential Matter.’’
Also, the maximum level of prob­
lems deemed to be acceptable, either 
a rate of deviations for compliance 
tests or a monetary cut-off point for 
substantive tests, is determined. Then, 
the allowable risk of overreliance, Beta 
Risk, is set. And, population char­
acteristics such as risk and materiality 
are assessed.
With these determinations made the 
auditor may proceed to some final 
steps preliminary to testing. These 
decisions include:
1. Method of sample selection.
2. Selection of a representative 
sampling frame.
3. Selection of a statistical or non­
statistical approach.
If a nonstatistical approach is 
chosen very little additional guidance 
is provided in this SAS which can help 
the auditor. If a statistical approach is 
selected, however, substantial instruc­
tions may be referenced which are pro­
vided in Diagram D.
Directions for a Statistical 
Sampling Approach
When using statistical sampling the 
same types of procedures apply to 
both compliance and substantive tests, 
up to the point of drawing conclusions 
about the population based on sample 
results. These common procedures in­
clude the following:
1. Plan a random method of 
sampling.
2. Determine the appropriate sam­
ple size, tolerable error and Beta Risk.
3. Estimate the population size.
4. Select the item to be sampled, or 
consider implications if there is not an 
appropriate item.
5. Perform the mathematics which 
project the sample results to the 
population.
In making conclusions based on 
population projections considerations 
differ between compliance and 
substantive tests. Both types of tests
10/The Woman CPA, January, 1983
require comparison of the errors to the 
predetermined tolerable error. But, 
compliance conclusions incorporate 
professional judgment about quality of 
accounting records, quality of internal 
accounting control, nature of the devia­
tions, purpose of the evaluation of the 
deviations, and plans for other related 
audit steps. Substantive test conclu­
sions include considerations of the 
nature and cause of the errors, other 
aspects of the audit, and other con­
tradicting or supporting evidence.
In sum, either statistical or non­
statistical sampling is acceptable, and 
neither is advocated by this SAS. 
Regardless of the method chosen it 
should be used properly. Finally, under 
either approach, many important judg­




Decision to Test and Approach to Testing
Objective of Audit Procedures
To obtain sufficient competent evidential matter to afford a reasonable basis for 
issuing an audit opinion. . . .
Is there justification for performing audit procedures on a test basis using a 
sample of the information available? Justification is primarily based on the 
reduced time and cost that a test basis entails. . . . Testing a sample embodies 
accepting a certain degree of uncertainty
Yes
Perform audit sampling 
procedures. . . .
Examine all data
Risk varies inversely with sample size, where the design relates to the efficiency 
chosen. ...
Conclusion
SAS 43, issued in August, 1982, 
delays for one year the effective date 
of SAS Number 39, and its important 
addition to current promulgations in 
auditing. However, even after an in­
depth examination of the contents of 
this SAS 39, such as provided here, 
many issues remain unresolved re­
garding its implementation and use. 
One concern is materiality. Decisions 
regarding materiality will have to be 
made based on an auditor’s experi­
ence and professional judgment, until 
more specific directions are pro­
mulgated. Another unresolved issue 
regards the application of SAS 
Number 39 using statistical and 
nonstatistical sampling.
Without question, statistical sam­
pling is a method of implementing SAS 
Number 39. This SAS also provides 
guidance for nonstatistical sampling. 
Overall, no preference has been 
shown in the current SAS for one ap­
proach over the other. But, several 
directives were clearly communicated.
First, if statistical sampling is used, 
it must be used correctly. Although this 
sounds very simplistic, it is important. 
When statistics are used incorrectly 
the possibility of an erroneous audit 
conclusion is greatly increased. If an 
auditor has inadequate knowledge 
about the application of statistical tech­
niques, judgment sampling may be 
more appropriate.
Second, if a judgment approach to
Ultimate Risk (IC x AR x TD) is the uncertainty inherent in applying audit 
procedures. . . .
Factors affecting Ultimate Risk
1. audit procedures may not be appropriate to achieve 
specific objectives;
2. auditors may fail to recognize errors in documents
3. sampling risk, the sample may fail to truly represent 
the population
Is the Ultimate Risk acceptable? In other words, is the risk that the monetary 
error is greater than the tolerable error and the auditor fails to detect it accept­
able to the auditor?
Considerations in making the decision include the cost which would be involved 
to reduce ultimate risk; and the effect of potential misstatement on the use and
Take Steps to Reduce Ultimate Risk 
to acceptable level
Is a statistical or a nonstatistical sampling approach preferable? The choice 
must be made based on the cost and effectiveness of each approach under the 
circumstances.
Nonstatistical sampling. . . . Statistical sampling. . . .
May be appropriate for providing May be appropriate for providing
sufficient competent evidential matter sufficient competent evidential matter 
Considerations include
1. Provides an efficient sample 
size
2. Provides quantitative measures 
of sufficiency of evidential 
matter
3. Provides method of evaluating 
sample results
4. Involves additional costs such 
as auditor training, sample 
design, selection of sample 
items
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One in a Million
The following is quoted from the 
December, 1937 copy of a bulletin that 
was the first issue of the official, bi­
monthly bulletin of the American 
Woman’s Society of Certified Public 
Accountants. At its inception it con­
sisted of two pages typed on both 
sides, and a cover page. It was 
christened The Woman CPA, so the 
December, 1937 publication was really 
the original issue of the accounting 
journal you are reading. That “one in 
a million?”
“Today there are in the United 
States approximately 125,000,000 
people and 125 women certified public 
accountants. Have you stopped to 
think that you are ONE IN A MILLION?
“This thought should impress you 
with the responsibility which is yours 
as a pioneer in the accounting field, 
still a virgin territory for women, altho 
a field peculiarly suitable to their 
talents. An outstanding characteristic 
of the successful accountant is an in­
finite capacity for detail, an essentially 
feminine faculty.
“To encourage the interest of 
women in the profession, and pass 
along to others the benefits of our ex­
perience, it was decided, at this year’s 
meeting of the American Woman’s 
Society of Certified Public Account­
ants, to form an auxiliary body, mem­
bership in which would be open to 
junior accountants and students of 
accounting; this society to work with 
and thru the American Woman’s 
Society of Certified Public Accountants 
in furthering the interests of women 
accountants.”
By October, 1938, (Vol. II, Copy 1) 
the issue had grown to three and one 
half pages, and reported the first 
meeting of the new organization, 
American Society of Women Account­
ants, in Indianapolis, in May, 1938.
Three prospective members attend­
ed the inaugural meeting; at publica­
tion of Vol. II, Copy 1, in October the 
membership had grown to fifty. “The 
quality of the membership,” reported 
The Woman CPA, “in the American 
Society of Women Accountants is 
something to arouse the pride of every 
member of the American Woman’s 
Society of Certified Public Account­
ants. Women in a variety of responsi­
ble positions have responded, and in­
dications are that they will support the 
work of the Society enthusiastically.”
Compliance
Incorrect acceptance— audit effectiveness is impacted —risk of overreliance






This type of test is used when there 
exists a low risk that the rate of com­
pliance deviations in the population 
exceed the tolerable deviations. 
Statistical results of the compliance and 






Relationship of sample to 
compliance objective
Must evaluate. . . .
Maximum acceptable rate of 
deviations
Allowable risk of overreliance 
Characteristics of the population
Decisions to be made. . . 
Method of sample selection
Sampling frame which is representative of the population 
Nonstatistical or statistical approach to be used
sampling is used certain decisions 
need to be consciously made. These 
decisions include such topics as popu­
lation characteristics, risk of errors or 
irregularities, reliability of internal ac­
counting control, etc. Based on the 
directions of SAS Number 39, and 
prior promulgations, it may be inferred 
that any decisions made should be 
documented in the workpapers. This 
may provide an unexpected benefit by 
requiring the auditor who is using judg­
ment sampling to consciously assess 
the various factors.
In conclusion, SAS Number 39 pro­
vides significant direction to auditors
Substantive
Substantive
Relationship of sample to 
substantive objective
Must evaluate. . . .
Estimate of materiality, after 
determination
Allowable risk of overreliance 
Characteristics of the population
for their sampling activities. It suggests 
an active planning approach to either 
judgmental or statistical sampling. It 
gives direction regarding various risk 
components and highlights the areas 
of both the client’s system and of audit 
activities which need to be considered. 
It gives very specific instructions for 
the correct use of statistical sampling 
and for the decisions to be made under 
statistical and nonstatistical sampling. 
While SAS Number 39 provides signifi­
cant direction for dealing with various 
audit issues, directives for materiality 
will perhaps come in future authorita­
tive pronouncements.Ω
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DIAGRAM D
Directions for a Statistical Sampling Approach
Compliance
Random sampling is advocated 
Decisions. . . .
Number of items in the sample 
Tolerable error 
Allowable Beta Risk
Estimate of population size
Substantive
Is there a sample item 
available to be tested?
Ability to test may de­
pend on documentary 
evidence available, 
separation of duties
Is there a sample item 
available which pro­
vides an ability to 
perform the test?
Yes No No Yes
Perform the projection 
to the population. . . .
Considerations include
Consider implications of 
inability to test. . . .
Other aspects
Perform the projection 
to the population. . . .
Considerations include
quality of accounting 
records
related internal control





Evaluation of deviations 
from control features
nature and causes of 
misstatements
relationship to misstate­
ments to other phases 
of audit








nature and cause of 
deviations
relationship of deviations 
to other audit phases
Tolerable rate' of deviation 
planned degree of reliance 
likely rate of deviations 
allowable risk of overreliance
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Auditing Standards
Reflective or Prospective
By Robert Hill and M. Zafar Iqbal
Auditors are required to adhere to 
generally accepted auditing standards; 
these standards determine the manner 
in which they perform their examina­
tion to provide a basis for representa­
tions with respect to financial state­
ments. They are guided by ten stand­
ards dealing with areas such as 
technical training and proficiency, in­
dependence in mental attitude, due 
professional care, field work, and 
reporting. The Statements on Auditing 
Standards provide important interpre­
tations of the standards. Moreover, 
Rule 202 of the Code of Professional 
Ethics prohibits a member of the 
American Institute of Certified Public 
Accountants (AICPA) from permitting 
“his name to be associated with finan­
cial statements in such a manner as to 
imply that he is acting as an independ­
ent public accountant unless he has 
complied with the applicable generally 
accepted auditing standards promul­
gated by the Institute.” [AICPA, 1978]
The well-publicized financial dis­
asters that have hit some companies 
in recent years have drawn attention 
to the auditing standards used by certi­
fied public accountants to control the 
quality of independent audits. A logical 
question which arises during this proc­
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ess of contemplation is: Are auditing 
standards prospective or reflective? 
The answer can provide useful insights 
into the approach taken by the profes­
sion to assure high quality audit work.
Reflective vs. Prospective 
Standards
There are significant differences 
between the two approaches.1 Reflec­
tive standards are based on hindsight. 
Past standards are modified or dis­
carded when proven to be unsatisfac­
tory. The new standards, which 
replace past standards, are either to 
correct existing deficiencies or to fill 
some void. The influence of old stand­
ards on development of the new is 
direct and obvious. At best, reflective 
standards are the outcome of a brush­
fire approach.
1See Dale Gerboth, “Muddling Through with 
the APB” (Journal of Accountancy (May 1972) 
for a comprehensive discussion of the relative 
merits of these two approaches in connection 
with the setting of accounting standards.
Prospective standards are, by their 
nature, future-oriented. They are form­
ulated through exercise of foresight 
and take into account consequences 
of expected changes in environmental 
factors. This entails an approach which 
requires vision. The product of such an 
outlook is a set of standards built on 
a sound philosophical and conceptual 
foundation. Such standards are inte­
grated and comprehensive, rather than 
narrow and fragmentary.
Importance of Auditing 
Standards
Before commencement of discus­
sion on the main issue it is important 
to underline the dual role played by 
auditing standards. These standards 
serve users of audited financial data as 
a statement of the quality of work per­
formed. They also serve the auditor by 
providing a guide for measuring ac­
tions throughout the course of an 
engagement.
From an auditor’s point of view, 
auditing standards are criteria control­
ling the quality of performance; they 
serve as a guide to action. From the 
perspective of the user of financial 
statements, auditing standards convey 
the competence of the examination 




A review of the development of 
auditing standards in the United States 
leads to the observation that, until the 
present time, most statements on 
auditing standards have been reflec­
tive rather than prospective. Collec­
tively the profession has reacted in 
response to external pressures instead 
of taking the initiative. The purpose 
has been to engage in defensive mea­
sures—not to assume a leadership 
role.
A hypothesis can be advanced on 
the basis of the profession’s record in 
this area. Perhaps auditing standards 
have not been prospective because 
most professionals have erroneously 
believed in the past (and some still 
continue to be convinced) that auditing 
is one of the many segments of the 
accounting discipline. Therefore the 
development of accounting principles 
has almost singularly been the area of 
emphasis and the object of attention. 
Implicit in this belief is the assumption 
that “fair” presentation is dependent 
solely on consistent application of 
generally accepted accounting princi­
ples. Consequently the auditing stan­
dards have been accorded a secon­
dary and subordinate position.
But, as Mautz and Sharaf have 
pointed out, auditing has a status as 
a discipline by itself.
The relationship of auditing to ac­
counting is close, yet their natures are 
very different; they are business asso­
ciates, not parent and child. . . . Au­
diting must consider business events 
and conditions too, but it does not 
have the task of measuring or com­
municating them. Its task is to review 
the measurements and communica­
tions of accounting for propriety. 
Auditing is analytical, not construc­
tive; it is critical, investigative, con­
cerned with the basis of accounting 
measurements and assertions. . . . 
Thus auditing has its principle roots, 
not in the accounting which it 
reviews, but in logic on which it leans 
heavily for ideas and methods. 
[Mautz, 1961]
Sources of the Problem
As mentioned earlier, the profession 
has taken a piecemeal approach. First 
of all, most members of the AICPA’s 
group that sets auditing standards, the 
Auditing Standards Board, are CPAs 
in public practice. Their input, deter­
mined mainly by their professional 
backgrounds, is unidimensional. It 
suffers from the absence of broad 
participation by people with diverse 
backgrounds. Practicing CPAs for the 
most part have adopted a defensive 
approach to the development of audit­
ing standards: Their overriding con­
cern to guard against litigation (though 
understandable) provides a narrow 
perspective for the development of 
standards.
Secondly, the Auditing Standards 
Board consists of members who serve 
as volunteers on a part-time basis. All 
the arguments which were success­
fully made against the Accounting 
Principles Board’s organizational 
structure may easily be directed 
toward this arrangement. It also sub­
stantiates the point made earlier re­
garding the secondary place awarded 
to auditing standards in comparison 
with accounting principles. In contrast 
to the Auditing Standards Board, mem­
bers of the Financial Accounting 
Standards Board serve on a full-time 
basis and are compensated rather 
handsomely.
Finally, the main problem appears to 
be attitudinal: undiscerning accept­
ance of the reflective approach as the 
correct approach. The following state­
ment made by one of the Big Eight in 
response to the Accounting Establish­
ment [U.S. Senate, 1976] is represen­
tative of prevalent thought:
When conditions have indicated 
weakness in the auditing standards, 
the profession has responded by 
developing appropriate professional 
guidance. [Young, 1977] 
Unfortunately, the deficiencies in ex­
isting auditing standards are not usual­
ly recognized by the members of the 
profession. Rather, the flurry of activity 
to identify problem areas follows pres­
sure exerted by external sources. Most 
often the incentive for action (or rather, 
reaction) comes from the following: 
business scandals and litigation involv­
ing liability damages, the Securities 
and Exchange Commission (SEC), 
and the United States Congress.
1. Litigation. The influence on audit­
ing standards exercised by the out­
come of various liability cases (both 
court decisions and out of court settle­
ments) is apparent. All standard audit­
ing textbooks contain extensive cover­
age of various business scandals, re­
lated litigation, and resultant changes 
or additions to auditing standards. 
Similarly, practitioner-oriented profes­
sional journals routinely discuss their 
impact at length. Since the well known 
McKesson and Robbins case in 1939 
there has been an ever increasing list 
of important legal cases which have 
left their imprint on auditing standards.
2. The SEC. The influence of the 
SEC also widely manifest in auditing 
literature. The SEC has expanded the 
requirements for financial information 
and provided impetus for many dis­
closures. Accounting Series Releases 
issued by the SEC cover a wide variety 
of topics.
The pace with which these releases 
have accelerated is significant.
Time interval Number of releases
1934-1964 (31 years) 100
1964-1973 (9 years) 50
1973-August 1981
(7⅔ years) 147
Obviously in recent years the SEC 
has assumed a more activist posture. 
Perhaps it is partly due to the criticism 
from those who allege that the agen­
cy has been soft on the accounting 
profession.
Historically, AICPA pronouncements 
on auditing illustrate the extent of the 
influence exerted by both the business 
scandals and the SEC on the develop­
ment of auditing standards. The first 
official AICPA statement on auditing, 
“Extensions of Auditing Procedure,” 
(1939) was a direct response to the 
McKesson and Robbins scandal. In
The auditing profession has 
engaged in defensive 
measures
1976 the Auditing Standards Executive 
Committee (predecessor to the Audit­
ing Standards Board) issued SAS No. 
16, “The Independent Auditor’s Re­
sponsibility for the Detection of Errors 
and Irregularities,” the same year, 
SAS No. 17, “Illegal Acts by Clients” 
was issued. It would not be presump­
tuous to state that the disclosures of 
corporate illegal payments as well as 
pressure from the SEC were in­
strumental in bringing about issuance 
of these two standards.
3. U.S. Congress. In the past few 
years, auditors have been subject to 
considerable criticism from some 
members of the United States Con­
gress.  Reports of the Subcommittee 
on Reports, Accounting and Manage­
ment of the Committee on Governmen­
tal Affairs—United States Senate, and 
the hearings conducted by the House 
Subcommittee on Oversight and In­
vestigation have made the profession 
acutely aware of the credibility problem 
it faces among some sectors of socie­
ty. [U.S. Senate, 1976 and 1977] While 
proposed legislation to regulate the ac­
tivities of public accounting firms prac­
ticing before the SEC was not adopted, 
[Haskins and Sells, 1978; Price Water­
house, 1978] the possibility that such 
legislation could be reintroduced 
remains.
2
2Popular business periodicals often elaborate 
on the direct impact of the SEC and Congress 
on the public accounting profession. For exam­
ple, on March 7, 1978, The Wall Street Journal 
(p. 13) noted, "Responding to pressures from 
Congress and the Securities and Exchange 
Commission, leaders of the American Institute 
of Certified Public Accountants plan to recom­
mend key changes in the structure of the Insti­
tute’s new section for firms that audit publicly 
held corporations.” The article further stated that 
"The proposed changes come at a time when 
accountants are under close scrutiny in Con­
gress and at the SEC.”
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Let us take you 
out of the 
bookkeeping 
business
The problem persists. Clerical 
demands continue to creep into this bus­
iness. The solution? Putting the timesav­
ing advantages of McBee one-write to 
work for you by making it work for more 
of your clients.
After all, you can’t very well be 
reviewing a client’s financial condition 
when you’re up to your elbows just 
straightening out the books. One-write 
can help get such a client’s bookkeep­
ing under control.
If you’re computerized and 
involved in write-up work, you should be 
getting your client input as pre-proven 
figures in standardized format. The one- 
write system’s journals provide just such 
source documents.
On a new account, for example, 
can you afford to be spending hours of 
time you can’t possibly bill at regular
rates? One-write can quickly put an end 
to any client’s “shoe box” accounting 
syndrome.
To smooth the transition, if you 
prefer, your local McBee Rep will per­
sonally install the system selected: 
explaining the forms to facilitate posting 
transactions ... training the client’s staff 
as needed ... periodically checking 
back. It’s such personal follow-up that 
assures maximum product benefits for 
your clients.
You’ll soon find yourself doing 
less work, but more business. Less 
detail bookkeeping work, but more pro­
fessional accounting business.
  McBee
Litton One-Write Bookkeeping Systems
151 Cortlandt St., Belleville, N.J. 07109 
(201)759-6500
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... graciously.
Your McBee Representative can give personal 
attention to your clients’ bookkeeping needs.
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Auditing is a discipline in 
itself—not a segment of 
accounting
Some Recent Developments
In Report, Conclusions and Recom­
mendations the Commission on 
Auditors’ Responsibilities (Cohen 
Commission) recommended the estab­
lishment of a full-time, paid body em­
powered to set auditing standards. 
[AICPA, January 1978] Acceptance of 
this proposal would have been a step 
toward the prospective approach. Un­
fortunately, the special committee ap­
pointed by the AICPA to study the 
Cohen Commission proposals related 
to the structure of the Auditing Stand­
ards Executive Committee rejected the 
recommendation.3 One of the reasons 
cited by the special committee was 
that the need for such a full-time board 
is “not at all obvious.” [AICPA, March 
1978] In a subsequent action the 
Council of the AICPA approved 
restructuring AudSEC generally along 
the lines of the report of the special 
committee.
3See Richard B. Lea’s recent article [Lea, 
1981] for a thorough analysis of the profession's 
action (and in some cases, inaction) in response 
to the various recommendations of the Cohen 
Commission.
The present 21-member Auditing 
Standards Executive Committee 
(“AudSEC”) will be replaced by a 
15-member auditing standards 
board. Like AudSEC, the new board 
will be a part-time volunteer group of 
AICPA members, rather than the full- 
time body, possibly including non-
CPAs, envisaged by the Cohen Com­
mission. [Price Waterhouse, 1978] 
There have been some positive 
developments which may have far 
reaching impact on the future develop­
ment of auditing standards. The most 
encouraging of these is the increased 
emphasis being given to auditing 
education. Accounting curricula are 
being revised in some schools to 
recognize the field of auditing as a 
separate area, instead of a one-course 
adjunct to the accounting program. 
[Smith, 1978] The introduction of pro­
fessional schools of accountancy may 
provide an environment conducive to 
an expanded role for auditing educa­
tion in terms of the number of course 
offerings as well as in-depth treatment 
of the subject matter. [Lea, 1981]
Another important development is 
the increasing interest in research in 
auditing. One indication is the estab­
lishment of an Auditing Section of the 
American Accounting Association. 
Also, at least in one case, a major CPA 
firm has been financing numerous re­
search projects through grants [Peat, 
1976], which may result in the develop­
ment of prospective auditing stand­
ards.
Conclusion
Auditing standards in the United 
States have been the product of a 
reflective approach. Their develop­
ment, modification, and deletion is 
dependent on stimuli which have ex­
ternal origin, most notable being the 
business scandals, the Securities and 
Exchange Commission’s rulings, and 
pressures from the U.S. Congress. 
Absence of the prospective approach 
may be attributed to the misconception 
that auditing is a part of accounting, 
and therefore has a secondary posi­
tion. Some recent developments, most 
notably a greater interest in research 
in auditing topics, are steps in the right 
direction.Ω
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Functional Currency 
Concept
Flexibility, and Comparability Effects
By Dahli Gray
Does the Functional Currency Con­
cept (FCC) contradict the unit of 
measure principle? FCC approaches 
the unit of measure accounting princi­
ple from a new angle. The approach 
is new yet compatible with existing 
principles and concepts. The single 
unit of measure is generally thought of 
as the dollar. The dollar is not the 
single unit of measure for financial ac­
counting, especially with the advent of 
Financial Accounting Standard No. 52 
(FAS 52) “Foreign Currency Transla­
tion’’ issued December 1981. FAS 52 
introduces the FCC as a method of 
measuring economic performance us­
ing the currency of the environment in 
which an entity primarily generates 
and expends cash. This currency is not 
necessarily the dollar.
The FCC is of interest to accoun­
tants, auditors, and financial managers 
in both the private and public sectors 
because United States (U.S.) based 
operations now extend into interna­
tional markets and production centers. 
This paper presents a brief historical 
background to the FCC, then ex­
amines the FCC relative to the 
Accounting Principles Board (APB) 
Statement No. 4 and the Financial Ac­
counting Standards Board (FASB) 
Conceptual Framework. Also ex­
plained are when and how the FCC af­
fects financial statements. To illustrate 
the FCC’s impact, two major interna­
tional corporations (duPont and ITT) 
are compared as to how they imple­
ment the FCC. The inconsistent appli­
cation choices of ITT and duPont 
highlight the author’s major criticism of 
the FCC.
Theoretically, FCC is appropriate 
and reasonable. But practical applica­
tion of FCC is resulting in decreased 
usefulness of multinational financial 
statements for decision-making 
purposes.
Unit of Measure Concept
The FCC is thought by some to 
violate the Unit-of-Measure Concept 
(UMC) and they are right if the UMC 
is defined in terms of the United States 
dollar. The U.S. dollar is the traditional 
unit of measure. But the U.S. dollar is 
only the unit of measure in the U.S., 
not the unit of measure for the entire 
world. It is myopic and unnecessarily 
nationalistic to foist or impose the U.S. 
measurement unit on the rest of the 
world.
One purpose of this paper is to 
clarify the validity of the FCC and to 
clearly show that the FCC is in accord 
with Generally Accepted Accounting 
Principles (GAAP) even though it flies 
in the face of the UMC as typically 
thought of in financial statements prior 
to 1982.
Those who find the FCC offensive 
and feel it violates GAAP will be re­
assured and convinced by this paper 
that the FCC is acceptable and con­
forms with GAAP. They will also have 
their feelings of discomfort with the 
FCC increased by noting the incon­
sistent implementation practices of 
multinational firms.
FCC Background
Foreign currency exchange began 
when people started to travel and trade 
beyond local borders. Post World War 
I but pre-World War II, the accounting 
profession first recommended how to 
measure foreign currency based ac­
tivities (See Table 1). Since 1931, 
accounting professionals examined, 
considered, and reconsidered how to 
measure and report foreign activities.
Spurred on by major devaluations of 
the dollar in 1973, the oil crisis along 
with high inflation, recession, interna­
tional payments imbalances, and a 
floating exchange rate system, the 
FASB issued Statement No. 1 “Dis­
closure of Foreign Currency Transla­
tion Information’’ and marked the 
continued controversy of foreign cur­
rency translation measurement. From 
this controversy emerged FASB State­
ment No. 8 and its Interpretations No. 
15 and 17. They were superseded, 
along with previous recommendations 
(See Table 1) when FAS 52 was issued 
in December 1981.
The problems associated with 
foreign currency rates continue. Infla­
tion and other factors cause the inter­
national exchange rates to fluctuate 
resulting in both realized and unre­
alized exchange gains and losses. 
Meanwhile, the accounting profes­
sion’s measurement concepts address 
professional goals, community needs, 
and foreign currency translation 
problems.
FCC and APB Statement No. 4
APB Statement No. 4 “Generally 
Accepted Accounting Principles— 
Pervasive Principles” issued in 1970 
is the substantial authoritative state­
ment on GAAP. Chapter 2 of APB No. 
4 states that the basic features, such 
as measurement in terms of money, of 
financial accounting are determined by 
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Francs, pesos, lire, marks, 
yen and rubles all compete 
with the dollar for recognition.
the characteristics of the environment 
in which financial accounting operates. 
Environment is not narrowly defined as 
only the U.S., nor is money specifical­
ly defined as only the U.S. dollar. 
Money can be defined as any coin or 
currency.
The ideas in Chapter 2 are sup­
ported in Chapter 3 of APB No. 4, 
which states that: (1) Comparison and 
evaluation of diverse economic ac­
tivities are facilitated by measurement 
of enterprises’ resources and obliga­
tions and the events that change them. 
The terms measurement and valuation 
are often used interchangeably in ac­
counting to mean simply the quan­
tification of resources, obligations, and 
changes in them in money terms. (2) 
The effects of economic activities are 
measured in terms of money in a 
monetary economy. Money measure­
ments are used to relate economic ac­
tivities that use diverse types of 
resources to produce diverse types of 
products and services. (3) Resources 
are measured in terms of money 
through money prices, which are ratios 
at which money and other resources 
are or may be exchanged.
Again money is not defined as only 
the U.S. dollar, nor is the monetary 
economy specifically identified as the 
U.S. economy. Chapter 5 of APB No. 
4 reaffirms this position with 
statements such as: (1) Financial ac­
counting measures monetary at­
tributes of economic resources and 
obligations and changes in them. The 
unit of measure is identified in the 
financial statements. (2) Measurement 
in terms of money is based primarily 
on exchange prices.
Chapter 6 of APB No. 4 finally refers 
to the U.S. economy and dollar. It 
states that: (1) In the United States, the 
U.S. dollar fulfills the function of 
medium of exchange, unit of account­
ing, and store of value. It provides the 
unit of measure for financial account­
ing. Stating assets and liabilities and 
changes in them in terms of a common 
financial denominator is prerequisite to 
performing the operations—for exam­
ple, addition and subtraction—neces­
sary to measure financial positions and 
periodic net income. (2) The U.S. dollar 
is the unit of measure in financial ac­
counting in the United States. (3) The 
basic effect of the unit of measure prin­
ciple is that financial accounting mea­
sures are in terms of numbers of 
dollars.
Though these statements appear to 
define the unit of measure as only the 
U.S. dollar, they do not. They are 
followed by statements such as: (1) 
The pervasive measurement principles 
are largely practical responses to prob­
lems of measurement in financial ac­
counting and do not provide results 
that are considered satisfactory in all 
circumstances. Certain widely adopted 
conventions modify the application of 
the pervasive measurement principles. 
These modifying conventions have 
evolved to deal with some of the most 
difficult and controversial problem 
areas in financial accounting. They are 
applied because rigid adherence to the 
pervasive measurement principles (a) 
sometimes produces results that are 
not considered to be desirable, (b) may 
exclude from financial statements 
some events that are considered to be 
important, or (c) may be impractical in 
certain circumstances. (2) Sometimes 
strict adherence to the pervasive 
measurement principles produces 
results that are considered by the ac­
counting profession as a whole to be 
unreasonable in the circumstances or 
possibly misleading. Accountants ap­
proach their task with a background 
of knowledge and experience. The per­
spective provided by this background 
is used as the basis for modifying ac­
counting treatments when strict appli­
cation of the pervasive measurement 
principles yield results that do not ap­
pear reasonable to the profession as 
a whole.
Clearly, the U.S. dollar is only one 
possible unit of measure in our world 
economy. The FCC fits within the 
GAAP as prescribed and described in 
APB No. 4.
FASB Conceptual Framework 
and FCC
Since APB No. 4 was issued in 
1970, the FASB replaced the APB and 
changed some of the APB pronounce­
ments. But the unit of measure princi­
ple is still intact as discussed in APB 
No. 4.
FCC does not contradict APB No. 4 
and as the FASB’s Conceptual 
Statements do not address the unit of 
measure principle, APB No. 4 con­
tinues as the authoritative statement. 
In 1978, the FASB issued Statement 
of Financial Accounting Concepts No. 
1 “Objectives of Financial Reporting 
by Business Enterprises.’’ Although it 
provides guidance on GAAP, it 
specifically states in paragraph 2 and 
related footnote 7 that: (1) this State­
ment contains no conclusions about 
matters such as the unit of measure to 
be used. (2) Questions of measure­
ment scale and unit of measure are 
beyond the scope of this Statement.
Statements of Financial Accounting 
Concepts No. 2 and No. 4 do not ad­
dress the unit of measure principle. 
Statement of Financial Accounting 
Concepts No. 3 “Elements of Finan­
cial Statements of Business Enter­
prises” issued in 1980, states at 
paragraph 16 that all matters of mea­
surement have purposely been sepa­
rated from the definitions of the 
elements of financial statements in 
the FASB’s conceptual framework 
project. The definitions in this State­
ment are concerned with the essential 
characteristics of elements of financial 
statements. Other phases of the con­
ceptual framework project are con­
cerned with questions such as which 
unit of measure should be used.
No final or official FASB conceptual 
or other type of statement concerned 
with the question of unit of measure 
has been issued. For now, APB No. 4 
is the definitive base for unit of 
measure decisions. The FCC is com­
patible with the definitive base found 
in APB No. 4. This compatibility is sup­
ported by the FASB conceptual 
framework.
FCC Defined
Per FAS 52, an entity’s functional 
currency is the currency of the primary 
economic environment in which it does 
business; normally, that is the currency 
of the environment in which an entity 
primarily generates and expends cash. 
Because the functional currency is the 
foundation of FAS 52, careful attention 
should be given to its selection. Six in­
dicators of functional currency are 
described in FAS 52. These indicators 
are listed in Table 2.
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Happy New GAAP!
Start the New Year Right 
with the 
The 1983 Miller's 
Comprehensive GAAP Guide- 
Year In, War Out, 
the One Indispensable 
Reference Tool for 
the Accounting Profession
It’s become a habit with knowledgeable CPA’s and accountants to order their 
new Miller’s GAAP Guide every year as a matter of professional necessity and 
simple common sense. That's why almost a quarter of million copies have been 
sold over the last several years to accountants like you. If you haven't already 
cultivated the reordering habit... why not do so now!
Comprehensive and Crystal Clear. The 1983 Miller’s Comprehensive 
GAAP Guide restates every single promulgated GAAP in use to date and vital 
non-promulgated accounting principles as well. This affords you the most 
thorough perspective on specific accounting issues available between the covers 
of a single, working book. The language used is simple, everyday English, to 
make complex pronouncements accessible to you in practical terms. Chapters are 
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TABLE 2 TRANSLATION PROCESS
Start
Yes No the FC 
the U.S. 
dollar?




Remeasure elements of FS in FC using modified Temporal Method 
• Gain or loss from remeasurement included






Once the functional currency is iden­
tified, then the financial statements are 
remeasured in the functional currency 
if they are not already in the functional 
currency. The functional currency de­
cision controls the translation method. 
This is why it is critical that the func­
tional currency be carefully deter­
mined. If the functional currency of a 
foreign subsidiary is the U.S. dollar 
when the Book of Record currency is 
not the dollar, then the Temporal 
Method of translation is used in the 
remeasurement process. In this case, 
once the books are remeasured in the 
U.S. dollar, there is no need to trans­
late via the Current Rate Method or 
any method. If the functional currency
Yes







Translate to U.S. dollar using the 
Current Rate Method
• Translation gain or loss 
included in Owners Equity
End
of a foreign subsidiary is not the U.S. 
dollar, then once the financial state­
ments are measured in the functional 
currency they are translated by using 
the Current Rate Method (See Table 
2 above).
The idea of measuring a foreign sub­
sidiary’s financial statements in accord 
with GAAP using the currency of the 
primary economic environment is 
called the Functional Currency Con­
cept (FCC). It is also sometimes called 
the Functional Currency Theory. 
Theory or concept, it marks a change 
in accounting practice. Though not re­
quired by GAAP, prior to FAS 52 re­
measurement of foreign subsidiaries 
was done with the U.S. dollar exclu­
sively. Now in preparation for consoli­
dating financial statements, a foreign 
subsidiary’s economic performance is 
measured with the currency of the en­
vironment in which it does business. 
This currency might be the U.S. dollar, 
or it might not. Whichever functional 
currency is selected does effect the 




Remeasurement is a process of 
measuring in a functional currency 
the elements of financial statements 
that are stated or denominated in a 
currency other than the functional 
currency. Translation is a process of 
presenting functional currency mea­
surements in a reporting currency. The 
reporting currency of the U.S. based 
consolidated financial statements is 
the dollar.
With the emergence of the FCC, the 
measurement currency can be dif­
ferent from the reporting currency. As 
Table 2 indicates, the measurement 
currency (FCC) determines the pro­
cess of translation. If the U.S. dollar is 
the FCC but the Books of Record are 
not kept in U.S. dollars, then the 
modified Temporal Method of transla­
tion is used to remeasure the financial 
statements in the functional currency. 
The Temporal Method is described 
and was required by Financial Ac­
counting Standard No. 8 (FAS 8) “Ac­
counting for the Translation of Foreign 
Currency Transactions and Foreign 
Currency Financial Statements’’ 
issued in 1975. FAS 52 modified the 
Temporal Method described in FAS 8 
and its related Interpretations (See 
Table 1). FAS 52 requires that deferred 
taxes and unamortized policy acquisi­
tion costs for life insurance companies 
be translated at current rates where as 
historical rates were required under 
FAS 8. If the functional currency is not 
the U.S. dollar, then after the remea­
surement process is complete, the 
financial statements are translated via 
the Current Rate Method to the report­
ing currency, which is the U.S. dollar. 
When the functional currency is the 
U.S. dollar and the Books of Record 
are not kept in U.S. dollars, then the 
remeasurement process is also the 
translation process. The remeasure­
ment is in accord with the Temporal 
Method, so one can conclude that the 
financial statements in this cir­
cumstance are both remeasured and 
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Adjust the Financial Statements (FS) to U.S. GAAP
Determine the Functional Currency (FC) per indicators:
• Intercompany transactions & arrangements • Finance
• Cash flow • Expenses
• Sales Market • Sales price
Are 
the Books 
^of Record in accord 
with U.S. 
 gaap?
translated by the Temporal Method.
It is possible for one entity to have 
three different basic types of currency. 
They are: (1) Book of Record Cur­
rency, (2) Functional currency used for 
remeasurement and, when the Book of 
Record currency is the foreign cur­
rency and the functional currency is the 
U.S. dollar, for translation via the 
modified Temporal Method, (3) Report­
ing Currency, which is always the U.S. 
dollar.
For the U.S. based parent company 
or subsidiary, all three currency types 
are the U.S. dollar. A foreign sub­
sidiary in Mexico uses the Mexican 
peso for the Book of Record currency, 
the U.S. dollar for the functional cur­
rency and Reporting currency. The 
Mexican economy is considered highly 
inflationary, therefore the functional 
currency must be the U.S. dollar (See 
Table 2). These are just two of many 
possible examples.
ITT and duPont
Does the FCC of FAS 52 change 
reported earnings per share? Yes, 
because when the FCC is anything 
other than the U.S. dollar translation 
gains and losses are recorded directly 
in the Owners’ Equity section of the 
Balance Sheet instead of being a com­
ponent of the Income Statement. To 
examine the impact of the FCC on 
earnings per share see Table 3, which 
presents comparative information 
regarding International Telephone and 
Telegraph Corporation (ITT).
The difference for 1981 in reported 
earnings per share is dramatic. Instead 
of reporting a 45 percent decrease in 
per share adjusted Net Income using 
FAS 8, by using the FCC under FAS 
52, a 3 percent increase is reported. 
The net change in reported per share 
adjusted Net Income is 48 percent. 
This near 50 percent change in 
reported results is due only to a 
change in accounting practice. The 
change helps explain why ITT volun­
tarily implemented FAS 52 two years 
before required. Now ITT earnings 
trend appears stable and positive 
whereas under FAS 8 it appears erratic 
and for 1981 a decrease of 45 percent 
in earnings per share results.
In an address before the National 
Association of Accountants (NAA) on 
March 16, 1982 as part of a conference 
on FAS 52, Raymond H. Alleman, Vice 
President and Deputy Comptroller of 
ITT, supported FAS 52. He said that
TABLE 3
FCC Impact on Earnings Per Share For ITT
Year
FAS 52 FAS 8
Adjusted 









1981 $694,645 $4.70 3% $453,040 $3.05 (45%)
1980 668,353 4.57 9% 804,226 5.50 11%)
1979 606,587 4.21 703,093 4.95
SOURCE: International Telephone & Telegraph Corporation, 1981 Annual Report (New York: 
International Telephone & Telegraph Corporation, 1982) :24.
long-term economic and earnings 
trends are better reflected in the In­
come Statement without foreign cur­
rency translation gains and losses be­
ing included. He states that the Income 
Statement should measure economic 
performance and provide information 
for decision making. He adds that 
foreign currency translation gains and 
losses distort this information if in­
cluded in the Income Statement.
Mr. Alleman’s opinion is not held by 
all corporate leaders. In fact, not all of 
the FASB members agree that FAS 52 
is the answer to the foreign currency 
translation issue. FAS 52 only became 
an official accounting standard by a 4 
to 3 vote by the FASB.
At the NAA conference of March 16, 
Stanley R. Wojciechowski, Manager of 
Accounting-International for E. I. du­
Pont de Nemours & Co. (duPont), sup­
ported the dissenting views of FAS 52. 
He stated that duPont executives do 
not believe the new translation method 
will provide information to help in­
vestors, creditors, and others assess 
the amounts, timing, and uncertainty 
of prospective net cash inflows to the 
related enterprise. Also they believe 
that the Current Rate Method gives off 
false and misleading signals about the 
U.S. dollar cash flows and it therefore 
fails to meet the basic objective of 
financial reporting.
Needless to say, duPont is deferring 
implementation of FAS 52 until 1983 
when it is required to be implemented. 
Even then, duPont will define its 
foreign subsidiary functional curren­
cies to be the U.S. dollar. They can do 
this because definition of the functional 
currency is subject to managerial judg­
ment. In this way, duPont will continue 
to follow the essence of FAS 8 and 
avoid the Current Rate Method pre­
scribed by FAS 52.
What does this mean for decision 
makers who use ITT and duPont finan­
cial statements? ITT restated their five 
year summary and is presenting 1981 
results under FAS 52 using the FCC 
to report translation gains and losses 
in the Owners’ Equity section of the 
Balance Sheet instead as a compon­
ent of the Income Statement. DuPont 
is presenting 1981 results under FAS 
8, thereby reporting translation gains 
and losses as a component of the In­
come Statement. DuPont will imple­
ment FAS 52 in 1983. A two year time 
lag exists between the implementation 
dates for these international corpora­
tions that compete in many of the 
same financial markets. Implementa­
tion differences decrease comparabil­
ity of ITT and duPont financial state­
ments, thereby decreasing the useful­
ness of the information to decision 
makers.
This is a good example of what the 
FASB notes in paragraph 16 of the 
Statement of Financial Accounting 
Concepts No. 2 “Qualitative Charac­
teristics of Accounting Information’’ 
issued in 1980. It states that left 
to themselves, business enterprises, 
even in the same industry, would prob­
ably choose to adopt different report­
ing methods for similar circumstances. 
The paragraph goes on to say that the 
public is naturally skeptical about the 
reliability of financial reporting if two 
enterprises account differently for the 
same economic phenomena.
It appears that ITT and duPont are 
accounting differently for the same 
economic phenomena—translation
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TABLE 1
Summary of Official Financial Recommendations and Standards 
Regarding Accounting for Foreign Currency Translation
1931 American Institute of Certified Public Accountants (AICPA) issued a 
recommendation wherein the Current/Noncurrent translation method was 
“recommended” but not required.”
1953 AICPA issued Accounting Research Bulletin (ARB) No. 43, which 
recommended in Chapter 12 “Foreign Operations and Foreign Exchange” 
that the Current/Noncurrent translation method be used.
1961 Accounting Principles Board (APB) issued Opinion No. 6 “Status of 
Accounting Research Bulletins” wherein paragraph 18 recommended the 
Current/Noncurrent translation method.
1973 Financial Accounting Standards Board (FASB) issued Statement No. 1 
Disclosure of Foreign Currency Translation Information requiring information 
concerning a company’s translation practices be disclosed.
1975 FASB issued Statement No. 8 Accounting for the Translation of Foreign 
Currency Transactions and Foreign Currency Financial Statements that 
required the use of the Temporal translation method.
1976 FASB issued Interpretation No. 15 Translation of Unamortized Policy 
Acquisition Costs by a Stock Life Insurance Company an interpretation of 
FASB Statement No. 8.
1977 FASB issued Interpretation No. 17 Applying the Lower of Cost or Market 
Rule in Translated Financial Statements an interpretation of FASB 
Statement No. 8.
1981 FASB issued Statement No. 52 Foreign Currency Translation that 
superceded all of the aforementioned items.
1981 FASB issued Exposure Draft entitled Financial Reporting and Changing 
Prices: Foreign Currency Translation an amendment of FASB Statement 
No. 33.
1982 FASB issued revision of Exposure Draft above.
gains and losses. But FAS 52 sug­
gests that what appear to be similar 
economic phenomena in regard to 
foreign currency based measurement 
are indeed different and justify differ­
ent accounting treatment. The FCC is 
believed to increase the relevance 
of reports without decreasing 
comparability.
In the meantime, accountants, audi­
tors, and financial managers must 
carefully consider the FCC as it can im­
pact financial policies. Those who use 
foreign currency hedging practices as 
a means to cover financial, accounting, 
and economic exposure may change 
their foreign exchange policies.
John K. Shank, Jesse F. Dillard, and 
Richard J. Murdock in the Financial 
Executives Institute’s 1979 research 
publication “Assessing the Economic 
Impact of FASB No. 8” indicate that 
FAS 8 resulted in significant changes 
in financial management practices. 
Preceding the Financial Executives In­
stitute’s research report, the FASB 
published in 1978 “The Impact of 
Statement of Financial Accounting 
Standards No. 8 on the Foreign Ex­
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change Risk Management Practices of 
American Multinationals: An Economic 
Impact Study’’ written by Thomas G. 
Evans, William R. Folks, Jr., and 
Michael Jilling. It also indicates that 
FAS 8 did have an impact on the way 
that firms manage foreign exchange. 
Management of foreign exchange 
practices and policies can now be 
reviewed in light of FAS 52.
Summary
The Functional Currency Concept 
(FCC) is changing the measurement 
process of accounting for foreign sub­
sidiary operations in U.S. parent com­
pany consolidated financial state­
ments. Accountants, auditors, and 
financial managers can aid the finan­
cial effectiveness of their companies 
by selecting and using the FCC care­
fully. The FCC can be implemented 
any time between 1981 and 1983 
when it is required by the Financial Ac­
counting Standard No. 52 (FAS 52) 
“Foreign Currency Translation’’ 
issued in December 1981.
FAS 52 allows flexibility in im­
plementing the FCC and related Cur­
rent Rate Method of translation. This 
flexibility is thought to increase rele­
vance as managers can determine the 
most appropriate time to implement 
FAS 52. The result is that companies 
are adopting FAS 52 at different times 
and thereby decreasing the com­
parability of the financial statements. 
For example, ITT is using FAS 52 for 
1981 and restating prior periods, 
whereas duPont is using FAS 8 for 
1981 and will not implement FAS 52 
until 1983. Users of multinational cor­
porate financial statements need to be 
aware of this inconsistency so as to 
compare reported financial results ap­
propriately, if at all. Preparers of 
multinational corporate financial state­
ments need to consider the alterna­
tives in deciding when and how to im­
plement FAS 52.
The major criticism of FAS 52 in 
this paper is not an issue of account­
ing theory but is of practical and actual 
implementation inconsistencies that 
reduce the usefulness of the resulting 
financial statements.
The FCC is changing the focus of 
financial statements to a multinational 
perspective. The U.S. dollar is 
recognized as only one of many ap­
propriate units of measure within the 
GAAP framework. It is hoped that this 
paper is an aid to understanding the 
major new concept (Functional Cur­
rency Concept) introduced by FAS 52 
and that the related issue of flexibility 
versus comparability in implementing 
FAS 52 is clarified via analysis and 
criticism.Ω
Dahli Gray, CPA, is a doctoral candi­
date at George Washington University 
at Washington, D.C., where she also 
teaches accounting. She is a member 
of the Washington, D.C. Chapter of 
ASWA.
With this issue of The Woman CPA we 
are pleased to introduce Roland L. 
Madison, CPA, Ph.D., as editor of our 
newly established Nonbusiness Organ­
izations Department. Dr. Madison is 
Professor and Chairman of Accounting 
at John Carroll University in Cleveland. 
He has published widely in professional 
accounting and business journals and 
has been a frequent contributor to The 
Woman CPA.
The leadership role in the develop­
ment of accounting standards has 
been a topic of much debate in the last 
decade. As many accountants realize, 
the Financial Accounting Standards 
Board (FASB) was created as a result 
of the Wheat Committee (1972) recom­
mendations in order to ensure the 
retention of the standards setting func­
tion in the private sector.
The lack of a conceptual foundation 
from which we could develop account­
ing principles and reporting standards 
was a criticism often heard prior to the 
creation of the Board. The publication 
of the Trueblood Committee Report 
(Objectives of Financial Statements, 
1973) formally signaled the com­
mencement of a conceptual framework 
project by the private sector.
In their report, the Trueblood Com­
mittee devoted a brief chapter to the 
objectives of financial statements for 
governmental and not-for-profit 
organizations. The highlight of their 
discussion was the difficulty involved 
in the measurement and evaluation 
process by decision-makers about the 
achievements of nonbusiness entities. 
Such a process generally must con­
sider qualitative factors and goal 
achievement more important than 
monetary wealth increments, as 
signified by the financial statements of 
profit-oriented entities. Managers of 
nonbusiness units, like those of com­
mercial enterprises, are accountable 
for their performance and achievement 
of goals as defined for them by their 
resource providers and executive 
boards. Thus, reporting on such per­
sonnel and their entities is just as im­
portant as it is for their commercial 
enterprise counterparts.
The Trueblood Committee sum­
marized their discussion by stating the 
following objective for reporting by 
nonbusiness entities:
An objective of financial state­
ments for governmental and not-for- 
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formation useful for evaluating the 
effectiveness of the management of 
resources in achieving the organiza­
tion’s goals. Performance measures 
should be quantified in terms of iden­
tified goals.
Since its inception, the conceptual 
framework project has moved forward 
in a very meticulous and cautious man­
ner. Initially, there were two problems 
that hindered progress in the develop­
ment of standards in the nonbusiness 
area. The first was the secondary pri­
ority given by the Board to the estab­
lishment of objectives of financial 
reporting for governmental and not-for- 
profit organizations. The Board placed 
its initial priority on developing objec­
tives of financial reporting by business 
enterprises. Unfortunately the non­
business area occupied a secondary 
position for nearly five years while the 
efforts of the Board were divided 
among the development of a concep­
tual framework for commercial entities, 
dealing with the establishment of ac­
counting standards in problem areas 
left unresolved by the Accounting Prin­
ciples Board (APB) and attending to 
current problems that developed dur­
ing this time period. Accordingly, we 
must be understanding—to a degree— 
of the Board for their failure to move 
more rapidly in the nonbusiness area. 
At last: Nonbusiness Entities 
are Given Formal Recognition 
in the Conceptual Framework 
Project
In May, 1978, the Board published 
the FASB Research Report, Financial 
Accounting in Nonbusiness Organiza­
tions. This report, which was prepared 
by Professor Anthony, and a Discus­
sion Memorandum (June, 1978) that 
was prepared by the Board’s staff, 
resulted in the issuance of an ex­
posure draft about the Objectives of 
Financial Reporting by Nonbusiness 
Organizations (March, 1980) after 
nearly two years of deliberations. By 
yearend, the Board issued, under the 
same title, Statement of Financial Ac­
counting Concepts No. 4, which ac­
cepted most of the points discussed in 
the exposure draft. Thus, seven years 
after the Trueblood Report, the not-for- 
profit entities had finally received 
premier recognition as a formal ele­
ment within the conceptual framework 
project.
Unfortunately, other problems have 
occurred recently that have impeded 
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progress beyond the objectives phase 
of the project. These will be considered 
in another portion of this article.
The second problem that has 
somewhat impeded more rapid pro­
gress of the nonbusiness portion of the 
conceptual framework project has two 
related facets. The first is the question 
of the scope applicability of the objec­
tives to state and local governmental 
units. The other facet of the question 
is who is to establish accounting and 
reporting standards for these units.
The Board stated (SFAC No. 4, 
1980) that it saw “no persuasive 
evidence that the objectives in this 
Statement are inappropriate for 
general purpose external reports of 
governmentals units.” In a separate 
statement (October, 1982) Board 
Chairman Kirk said he opted for a 
single standard-setting body for both 
commercial and nonbusiness units in­
cluding state and local government en­
tities for cost and consistency reasons. 
According to Kirk, however, represen­
tatives from government have said the 
FASB was not acceptable to them for 
the present to act as the standard set­
ting body. It has not yet been deter­
mined whether a new Governmental 
Accounting Standards Board (GASB) 
will be developed through the Finan­
cial Accounting Foundation to serve as 
the standard setting body for govern­
mental units or if the National Council 
on Governmental Accounting or Coun­
cil on State Governments (CSG) will 
assume that function. While this point 
of indecision has not been a critical 
factor in the progress of the non­
business portion of the conceptual 
framework project, it has been a 
significant problem causing confusion 
to nonbusiness entities that are reci­
pients of governmental support funds. 
Many of these entities are required to 
develop sound accounting and report­
ing systems that will permit the evalua­
tion of their programs and proper uses 
of funds. The Corporation for Public 
Broadcasting (CPB) is one group that 
has expressed concern about the lack 
of a definitive leadership to establish 
accounting and reporting principles for 
government and other nonbusiness 
organizations. In a recent report, the 
CPB stated:
The present state of generally ac­
cepted accounting principles for non­
profit organizations provides for different 
treatment of similar transactions depend­
ing upon the nature of the entity.
. .. the present generally accepted ac­
counting principles differ between states 
and local governments, universities and 
other nonprofit entities.
Once the conflict in accounting prin­
ciples is resolved by the accounting pro­
fession, it is the intention of the CPB to 
require the use of a single set of prin­
ciples by all public telecommunications 
entities (Principles of Accounting and 
Financial Reporting for Public Telecom­
munications Entities, March, 1980). 
Until the leadership question is set­
tled, the CPB has used Statement of 
Position Number 78-10 (AICPA, 1978) 
as the basis for developing an interim 
statement of principles for the telecom­
munications industry.
New Board Member May 
Solve Several Critical Issues
Critical points have been reached on 
two frontiers in the conceptual frame­
work project. The first is one that quite 
likely may affect the basic traditional 
accounting model. The Board is pur­
portedly split three and three on the ac­
counting measurement issue of cur­
rent cost versus historical cost and the 
criteria for recognition in the model. 
Victor H. Brown, who joined the Board 
late in 1982, will apparently cast the 
deciding vote that will determine the 
direction financial reporting will take in 
the future. Considering Mr. Brown’s 
diversified experience in academia, 
corporate and public accounting, it is 
not feasible to predict his posture on 
this issue.
The second issue relates to the 
delayed progress in the nonbusiness 
organizations portion of the conceptual 
framework project. Hopefully, Brown 
will also arbitrate the disagreements 
and the purported environment of 
unrest—some have phrased the situa­
tion more strongly—that exists be­
tween the Board and its staff at this 
time.
It has been over two years since the 
Board issued Statement of Financial 
Accounting Concepts No. 4 which 
discussed the four Objectives of Finan­
cial Reporting by Nonbusiness 
Organizations (December, 1980). The 
Board had tentatively scheduled the 
release of a concepts exposure draft 
about reporting the changes in equity, 
cash flows, and financial position of 
nonbusiness organizations for the third 
quarter of last year. As previously 
stated, the Board and the staff have 
unresolved problems that postponed 
the release of the exposure draft.
The nature of the problems is not 
confined to the concepts statement 
alone, but extends to the standards 
and accounting practices—or diversi­
ty of such—that may arise. The Board 
is looking ahead to the direction that 
potential standards may take as deriv­
ed from the concepts statement. The 
differences between the Board and the 
staff must be settled before an ex­
posure draft is released for comment 
to the profession.
Several of the problem areas faced 
by the Board and staff are best 
phrased as question:
What is the significance of net in­
come (bottom-line priority) to non­
business entities?
If net income is not of primary im­
portance, to what degree does the 
matching principle have to be 
applied?
Is the matching principle for a non­
business entity different from the 
conventional application used by 
profit-oriented institutions? Is the 
same degree of attempted precision 
required for nonbusiness financial 
reporting?
Should there be a distinction in the 
manner transactions are handled by 
an eleemosynary organization when 
they occur as a portion of commer­
cial enterprises’ charitable activities?
What is ‘equity’ in a nonbusiness 
organization? Is it a specific claim on 
assets that may be designated as a 
creditor or an owner—or is it more 
appropriately considered as a pool or 
source for economic resources?
Time — and Purpose- 
Restricted Operating 
Contributions Pose 
Problems of Income 
Determination and Financial 
Statement Classification
Another problem faced by the Board 
is the proposed method of reporting 
time- and purpose-restricted operating 
contributions and how to integrate the 
tentative concepts for nonbusiness 
reporting with related business con­
cepts. As an example, if a 1984 pledge 
is received in an earlier period (e.g. 
1983), is this receipt considered as 
\revenue (during 1983) in the activity 
Statement or as a liability in the finan­
cial position statement? Or, given the 
nature of the entity, is the receipt a por­
tion of the resource pool of funds the 
entity may draw from in the future? 
This interpretation would consider the 
\ receipt as a part of the fund balance
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(shareholder’s equity of a profit- 
oriented entity), albeit its use 
restricted, and similar to the formal 
recognition of an appropriation of re­
tained earnings.
Given the nature of operations of a 
nonbusiness organization, the fund 
balance and the time- and purpose- 
restricted operating contributions tend 
to be viewed as a pool of resources to 
be expended either for a specified pur­
pose or in a stated time period. The 
contributions should be matched 
against the costs to be incurred to 
achieve the specified objective or the 
costs to be incurred during the time- 
restricted period to which the contribu­
tion relates. Accordingly, the receipt 
will not be considered as revenue in 
the current period and it is not con­
sidered an element of unrestricted 
equity at the close of the fiscal period. 
The Board and its staff do not appear 
to prefer a formal liability classification 
of these contributions similar to the 
traditional current- or noncurrent­
classifications used in reports of com­
mercial entities. Instead, their tentative 
view is the classification of such 
receipts between liabilities (for 
payrolls, materials, etc.) and equity 
(fund balance) to show the unique 
nature of the item. This is obviously 
similar to the deferred credit category 
as recommended for such receipts in 
AICPA Statement of Position 78-10. 
Unfortunately this treatment may pre­
sent a problem in terms of consistency 
within the overall development of the 
conceptual framework project. In point, 
the definitions given in Statement of 
Financial Accounting Concepts No. 3 
(FASB, 1980) exclude as an element 
of financial statements those deferred 
charges and deferred credits “whose 
sole justification is avoidance of distor­
tion or smoothing of earnings trends.”
While this treatment as a deferred 
credit may appear to be a compromise 
position of the item, it is relevant to ex­
amine the question posited earlier. Is 
net income and the matching principle 
of great significant in reporting the ac­
tivities of nonbusiness entities? When 
should operating contributions of this 
nature flow through the earnings (ac­
tivity) statement? If the funds are 
presently held but their use is 
restricted to a given time period—and 
perhaps a defined project—which will 
require future cost outlays to be incur­
red, the item should not flow through 
the earnings statement in the current 
period. Thus, a deferred credit on the 
financial position statement may be 
most appropriate. It will permit the 
receipt to be taken into earnings in the 
future period to which the contribution 
is specifically restricted and matched 
against the costs incurred during that 
time or phase of the defined project. 
This is consistent with the accrual 
basis of accounting recommended in 
SOP 78-10 for nonprofit organizations.
The Significance of 
Depreciation to Nonbusiness 
Organizations
Related to the previous discussion 
of the importance of net income or 
some similar identified figure to non­
business entities and the application of 
the matching principle is the 
significance attached to the recogni­
tion of depreciation by such entities. 
Generally speaking, depreciation is 
recognized as the consumption of a 
long-lived asset over its useful life 
thereby matching, in some manner, 
the assets’ cost with the benefits 
(revenue) generated during its life.
If net income and the matching prin­
ciple are deemed to be of primary con­
cern to the resource providers in 
evaluating the performance non­
business entities, then are our present 
depreciation methods adequate to 
achieve the desired degree of preci­
sion for these financial statement 
users? One senior FASB staff member 
believes the problem of time-restricted 
operating contributions is pertinent 
here because if the receipt is deferred 
from recognition in operations to a 
future period, should not a portion of 
the depreciable assets’ cost also be 
deferred? Just how precisely do we 
need to attempt to measure efforts 
expended and accomplishments 
achieved in this area? Do such precise 
attempts at measurement really pro­
vide users with more relevant informa­
tion that may be used to evaluate their 
future support for the entity—or are 
such decisions really more qualitative, 
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Conclusion
These are some of the thorny prob­
lems the Board and staff must resolve, 
at least among themselves, before an 
exposure draft is released to the pro­
fession. The historical development of 
the nonbusiness portion of the con­
ceptual framework project has had to 
overcome a number of obstacles to 
reach this point. We certainly extend 
to the Boad our sincere hope and ex­
pectations that its deliberations will be 
productive and give us additional 
direction for the improvement of finan­
cial reporting for nonbusiness 
organizations in the immediate 
future.Ω
Acknowledgment: The author ex­
presses appreciation to Kyle G. 
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In an article published in the April 
19, 1982 edition of the U.S. News and 
World Report entitled “The Powerful, 
Unseen Hand of the Accountant” the 
writer makes, in part, the following 
statement about accounting firms.
Wielding power that belies what is 
often an invisible public image, ac­
counting firms are advising clients on 
matters ranging from data processing 
and inventory control to personnel 
problems and individual finances.
In short: Few managers and invest­
ors nowadays will make a key deci­
sion without first checking to see if it 
makes sense to their accountants. 
This esteem is not without its perils. 
The increasingly important role of the 
profession has given rise to pressures 
from its critics.
Within the near term, there have 
been vast changes affecting the busi­
ness community in general, and the 
accounting profession in particular. 
These changes have arisen from four 
basic sources:
1. The Securities and Exchange 
Commission
2. The U.S. Congress
3. The accounting profession itself
4. The Reagan administration.
The prime catalyst among these has 
been the Reagan administration, 
reflecting through its actions its con­
cern with over-regulation and unneces­
sary government burden on business.
In order to understand what has 
been happening recently it will be 
necessary to relate somewhat further 
back. Specifically, many companies 
spawned during the swinging sixties 
failed in the early nineteen-seventies, 
giving rise to claims by investors seek­
ing restitution for alleged damages. In 
some cases, monumental suits were 
instituted against the certifying CPA 
firms, and some, such as Continental 
Vending, Equity Funding, and National 
Students Marketing became classics 
in our judicial history. In turn, the SEC 
pursued these matters through intense 
investigations which sometimes cul­
minated in the issuance of Accounting 
Series Releases sanctioning the er­
rant, or allegedly errant, auditors.
Congress, sensitive to public outcry, 
also sought redress through the legis­
lative process. Prominent among con­
gressional actions were a study of the 
“Accounting Establishment” under the 
aegis of the late Senator Lee Metcalf, 
and an investigation spearheaded by 
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concerns was the way in which the 
SEC had delegated its public authority 
and responsibilities on accounting 
matters to the profession, which the 
congressional investigators saw as 
having obvious self-interest in the 
resolution of the issues involved. In ad­
dition, they perceived a lack of in­
dependence and lack of dedication to 
the public as shown by the larger ac­
counting firms, pointing to what they 
believed to be an inherent conflict of 
interest that auditors have in receiving 
fees directly from the enterprises 
whose financial statements they ex­
amine. It was obvious, justifiable or 
not, that there was a serious lack of 
confidence in the profession.
Studies prepared by the staffs of the 
two congressional committees urged 
pervasive corrective actions. The most 
significant were recommendations that 
legislation be enacted which would:
1. Require CPAs practicing before 
the SEC to register before the 
commission and become subject 
to its regulatory control
2. Transfer responsibility for devel­
oping accounting principles and 
auditing standards from the ac­
counting profession to the SEC
3. Broaden the legal responsibilities 
of CPAs under the federal securi­
ties laws, effectively overruling 
several court decisions which 
had been narrowing the profes­
sion’s exposure
How did the profession react to 
these events? Some major events 
worth noting are:
The American Institute of Certified 
Public Accountants (AICPA) estab­
lished divisions for firms, to facilitate 
monitoring its members; and
The AICPA established the Public 
Oversight Board (POB) to watch 
over and give credence to the self- 
regulatory activities of the account­
ing profession.
The division for CPA firms was 
established by the AICPA as a prime 
factor to preserve self-regulation for 
CPAs. Two sections were set up—the 
SEC Practice Section, and the Private 
Companies Practice Section—and as 
a principal device to monitor quality, 
member firms in each section were re­
quired to undergo periodic peer 
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reviews. In addition, the AICPA estab­
lished standards for these reviews and 
for the quality control required of 
members of the sections.
Each member firm is required to 
undergo peer review every three 
years. The first triennial cycles are now 
drawing to a close and the most recent 
report indicates that in the SEC Prac­
tice Section 365 firms have had their 
initial reviews, with approximately 60 
still to comply. The SEC clients audited 
by those firms whose reviews have 
been completed represent approxi­
mately 95 percent of the companies 
reporting to the SEC.
What have the peer reviews re­
vealed? There have been a few quali­
fied opinions rendered on the firms 
examined, and some adverse opin­
ions. But by and large the results have 
been favorable. The POB, which was 
established to monitor the SEC Prac­
tice Section, has recently stated that 
the Section “has displayed continu­
ing evidence in the past year of its 
commitment to self-regulation and 
has made substantial progress.” In 
addition, the Board has expressed 
its belief that the peer review process 
“is constructive and is achieving its 
objectives.”
That leads to the question of how 
well the POB is perceived in carrying 
out its task, and for that we must turn 
to the SEC for its view. The commis­
sion has indicated overall satisfaction 
with the POB, in its report to Congress. 
Following are some of the comments 
from that report:
The (POB) files document that the 
POB staff is reviewing the working 
papers of the peer reviewers, and, in 
an appropriate number of instances, 
observing and attending closing con­
ferences between reviewers and re­
viewed firm personnel at which the 
results of the peer review are 
discussed.
In addition, the POB’s files include, 
in many instances, objective evi­
dence that the POB staff is substan­
tively challenging the reports being 
issued, the letter of comments and 
the reviewed firms’ response thereto, 
as well as the adequacy of the scope 
and documentation of the work of the 
peer reviewers.
To further this point, in its latest 
report, under date of June 30, 1982, 
the POB concluded that:
There is now considerable evi­
dence that the peer review program 
is functioning as intended and that 
section members are taking actions 
needed to improve the quality of their 
practices. Reviews demonstrate that 
section members, although already 
practicing at high quality levels, are 
receptive to suggestions to further 
upgrade their practices. The Board 
notes that POPS members also are 
making a substantial commitment to 
self-regulation.
Significant progress was made 
during the year by the special investi­
gations committee. The committee 
completed the difficult task of formal­
izing its decision-making so that it can 
uniformly and objectively determine 
the level of scrutiny it should give 
each reported case of alleged or 
suspected audit failure.
The Board believes the self- 
regulatory structure is sound and is 
functioning properly. While the struc­
ture for imposting sanctions has yet to 
be tested, the Board believes the sec­
tion will be ready to meet that test 
when circumstances call for such 
action.
From the viewpoint of the SEC, it is 
interesting to note the recent comment 
of John S. R. Shad, SEC chairman, as 
it appeared in the April, 1982, Journal 
of Accountancy, concerning the AICPA 
Peer Review program. Mr. Shad 
reported:
Peer reviews are an important 
aspect of the AICPA’s self-regulatory 
program. The commission’s chief ac­
countant has reviewed a sample of 
the public reports and comment let­
ters reflecting the results of peer 
reviews completed during the past 
three years as well as the oversight 
files of the public oversight board of 
the SECPS. The results to date sug­
gest that the standards for perform­
ing and reporting on peer review are 
appropriate and are being mean­
ingfully applied and that the POB is 
actively monitoring the peer review 
process.
Viewing these developments, there 
is reason to believe the profession is 
showing good progress in monitoring 
itself. More important, it appears that 
others who are responsible to evaluate 
that progress—the POB and the 
SEC—share that perception.
In addition to those issues, two other 
moves by the SEC bear comment. The 
first of these concerns action to reduce 
unnecessary regulation of the 
profession.
In response to the concerns about 
independence raised by the Metcalf 
and Moss Committees, the SEC 
issued Accounting Series Release 
250, which required disclosure in cor­
porate proxy statements concerning:
1. The percentage relationship that 
consulting fees paid to the com­
pany’s auditors in a given year 
bear to the audit fee; and
2. Whether the company’s 
Board of Directors or audit 
committee has approved 
each such consulting activity 
and considered any effect it 
might have on the auditor’s 
independence.
A major problem arose concerning 
the requirement to disclose the relative 
size of consulting fees. That is, to avoid 
the appearance of an independence 
problem, management of publicly-held 
companies felt constrained to turn to 
firms other than their own auditors for 
consulting services. As a result, harm 
was done in two ways: the companies 
seeking such service were denied the 
insight that their own audit firm had as 
to their operations; and the audit firms 
were denied the further insight their 
consulting engagements would pro­
vide into total company operations.
A development worth noting is the 
SEC’s recent issuance of ASR 296, in 
which the Commission withdrew ASR 
250. This action undoubtedly stems in 
part from the general movement in 
Washington to reduce the regulatory 
burden on business; in addition, it 
probably reflects substantial accept­
ance of the profession’s view that there 
has been no significant evidence that 
independence of auditors has in fact 
been compromised by their consulting 
work.
In reflecting upon the recent 
developments affecting the accounting 
profession, it appears clear that the 
profession is emerging from its difficult 
days. It was once threatened with the 
spectre of outside regulations, with no 
longer being able to set standards for 
accounting and auditing and with a
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seriously constrained ability to provide 
consulting services to audit clients. It 
seems that these problems are sub­
siding, in substantial part, because of 
the initiative the profession has taken 
to assure the public it can put its own 
house in order. In addition, some part 
of these developments must relate to 
the growing attitude in Washington 
against overwhelming the business 
world with government fiat and red 
tape.
The profession has become a very 
exciting one. In recent years it became
almost too exciting, as the problems 
discussed piled upon each other. But 
now we are moving out of that era and 
the new excitement derives from a bet­
ter source, via anticipation of what the 
next day’s professional challenges will 
bring.
The pendulum is swinging from 
regulation to self-determination. The 
outlook of the accounting profession is 
bright, and we have every reason to 
believe it will continue to be brighter. 
It is clear that the future of the account­
ing profession is definitely upbeat. Q
James I. Konkel, CPA, is a Partner of 
Touche Poss & Co. and the firm’s 
Executive Director-Accounting and 
Auditing Quality Control. He is a 
member of the AICPA SEC Practice 
Section Peer Review Committee, Chair­
man of the AICPA International Peer 
Review Task Force, former member of 
the AICPA Special Committee on Pro­
posed Standards for Quality Control 
Policies and Procedures, former 
member of the AICPA Auditing Stan­
dards Executive Committee, and 
member of the Quality Standards Com­
mittee. Mr. Konkel is a member of 
AICPA and the New York State Society 
of CPAs.
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Editor’s Note: The following speech 
was given by Patricia M. Roach, City 
Commissioner, Dayton, Ohio, to mem­
bers attending the Zonta International, 
District V Conference at Dayton, Ohio 
in October, 1982. Because of its rele­
vance to the readers of The Woman 
CPA permission has been granted for 
the following printed version of Ms. 
Roach’s comments.
Differences Between 
Networking By Men 
And Women
Because women are breaking into 
areas once closed to them, there are 
few experienced women already on 
hand to act as guides. And because 
our culture has long defined women in 
roles subservient to men, neither 
women nor men know how to act 
toward each other as colleagues. We 
have yet to work out the manners of 
equality.
Much that comes without thought or 
effort to a white man elected to a 
governmental body already made up 
of others like himself, and comes not 
at all or only through special effort to 
a woman, especially if she is the first 
of her kind to join that assembly. A 
man holding his first elective position 
will be taught the ropes by those who 
preceded him; a woman holding her 
first elective position seldom has an 
experienced mentor available to her. 
Should there be men of good will pres­
ent, men ready to initiate her into the 
mysteries of her new assignments, 
they are often discouraged by a social 
environment that is quick to misinter­
pret male-female relationships.
If at first women miss out on the in­
formal teaching relationships that most 
men enjoy, they miss out subsequently 
on the long-term benefits of colleague­
ship. As women scale governmental 
hierarchies, they enter ranks ever 
more predominantly male. Their 
uniqueness as females makes them 
seem at once less legitimate and more 
obtrusive. Women new to public ser­
vice speak longingly of mentors; higher 
ranking women speak of “support 
systems;” almost all women in govern­
ment learn quickly that they must 
reach out to each other.
Reaching out is not an easy proc­
ess. Because there are so few women 
in government, and they are so widely 
dispersed geographically, women 
must make a special effort to find each 
other; they must work intentionally to
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create for themselves the sort of 
helpful associations that have long 
come to men as a natural outgrowth of 
their regular work. Women have had 
to invent new ways to do something 
that among men is an old practice. 
Women call their new activities 
“networking.”
But, if networking is an answer, it is 
also a problem—one that reveals itself 
in the word. “Networking,” a verb 
describing the action of human beings 
setting up a net-like pattern of asso­
ciations, is a usage so young it has not 
yet made its way into a dictionary. As 
a noun it has been used mainly to refer 
to the undercover associations of 
spies. Nonetheless, women in govern­
ment use it all the time to signify an 
activity that is very much above board. 
It invariably appears either in the titles 
of women’s organizations or in their 
lists of goals and purposes.
Men in government have been net­
working at the public expense ever 
since the first Constitutional Conven­
tion. For although the formal purpose 
of that gathering was to found a nation, 
the informal by-product was a men’s 
network—a group of men familiar with 
each other and able to communicate 
on the basis of that familiarity in order 
to solve problems of government, to 
assist in each other’s careers, to call 
on each other for answers to ques­
tions, and to share the benefits of each 
other’s expertise in different areas.
The major difference between what 
men have been doing since our coun­
try’s founding and what women are 
trying to do today is that men’s net­
working activities have always been 
informal, while women’s are formal. 
Men’s networks develop over a lifetime 
as a by-product of familial, educational, 
professional and work-related associa­
tions. Formed gradually through indi­
vidual introductions they are private 
subgroups within institutions estab­
lished for other purposes. The schools, 
governmental bodies, professional 
associations, and public interest 
organizations that have long been the 
locus of male networks are now almost 
all open to women. However, the in­
formal networks generated within them 
are not.
Because women are excluded from 
these already existing subgroups, 
because they cannot in the normal 
course of their work as state legis­
lators, county commissioners, select­
persons, councilwomen, city man­
agers and the like develop associa­
tions that would speed their way and 
quickly provide them with professional 
information, women must render for­
mal and intentional what has been for
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men informal and casual. They must 
build rapidly, purposefully, plurally and 
publicly the sort of mutual-help rela­
tionships that men have built slowly, 
fortuitously, singly, and privately.
In the process women invariably 
bring long-hidden, slightly-suspect ac­
tivities into the open and attempt to 
make them legitimate. Although net­
works are a practical necessity in the 
performance of official duties, such 
relationships fly in the face of our 
standards of objectivity, fairness, 
openness, and merit as the basis for 
carrying out the public’s business. The 
networking that women attempt ex­
poses this inherent contradiction in our 
system.
It is in the nature of networking to 
imbue the serious with the social. Thus 
it has traditionally been promoted in 
settings designed for lighter mo­
ments—in restaurants, bars, clubs and 
hotels—places that are private, not 
public. Women’s new form of network­
ing also aims at mixing the serious with 
the social. A large part of the programs 
of women’s networking organizations 
are the breakfasts, lunches, and wine- 
and-cheese get-togethers they spon­
sor. Because these activities are 
public, not private, and because they 
occur in large groupings, not small 
ones, they lend to women’s public ac­
tivities an aura of frivolity and unimpor­
tance. Moreover, although women’s 
way of going about their networking is 
in fact a less exclusive and more 
democratic process than are most of 
the networking activities of men, it 
often appears to be willful self­
segregation.
To make matters still more difficult, 
women’s networks seldom receive the 
public financial support enjoyed by 
many of their male counterparts. Male 
networks are fostered at lunches, 
clubs, meetings, and conventions that 
are part of their work roles. Thus, the 
related expenses are usually covered 
by public budgets. As often as not, 
women’s networking activities are paid 
for by the women themselves. Thus, 
their organizations usually are 
hampered by skimpy and inadequate 
financial resources.
There are many reasons for women 
to form networks. Let me mention only 
three:
(1) The most frequently and promi­
nently mentioned reason for women’s 
organizing is the exclusion of women 
from leadership positions within the 
bodies they serve and the expectation 
that an organization of women could 
help secure positions for women. 
There is, in fact, some evidence that 
though isolated women cannot support 
each other, women in groups can 
effectively help each other win 
appointments.
(2) More subtle, but closely allied to 
the political support women join to lend 
each other, is the moral support they 
look for. As a small minority in 
whatever ranks they fill, women are 
isolated; as new social types in their 
positions, women face problems of 
legitimacy; and as members of a group 
undefended by either numbers or man­
ners, women are exposed to indigni­
ties from men with whom they share 
office. By joining together, by estab­
lishing groups where they can meet, 
women can overcome their isolation 
and gain the psychological strength 
they need to fend off demoralizing 
situations.
(3) As important as the moral sup­
port is the technical, how-to-do-it kind 
of help women can lend each other. 
Because women are isolated, because 
they are not readily taken under the 
wing of more experienced male col­
leagues, women must look to each 
other and develop formal organiza­
tions in which they can find each other 
to share the kinds of knowledge that 
can only come from experienced 
colleagues.
Women have to learn that they don’t 
have to know everything about every­
thing, but they do have to know some­
body who does know. That’s what men 
do.
Portfolio Management — 
Social Investing, by Arthur Zeikel, 
Journal of Accounting, Auditing & 
Finance, Volume 5, Number 2, Winter, 
1982, p. 175-180.
Pension funds, which exist for 
many Americans’ benefit, represent 
the largest single source of capital in 
the United States today. There are 
about 500,000 private pension plans, 
6,600 state and local government pen­
sion plans and 38 special federal 
worker retirement plans which collec­
tively hold more than $550 billion in 
assets.
A new and controversial investment 
constraint appears to be entering the 
pension fund concern. Numerous 
observers are insisting that pension 
funds should look beyond the risk/ 
return tradeoff of investing and con­
sider a wide variety of “social” issues.
Social investing can be categorized 
into two broad goals: (1) investments 
undertaken with the purpose to better 
society as a whole, with a net return 
comparable to alternative investments 
and (2) investments undertaken to 
benefit plan participants or some 
specific segment of society with a net 
return lower than alternative oppor­
tunities.
Social investing of pension funds 
may be expected to take on more 
significance in the eighties.
Susan J. Polk, Newton, MA
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LETTERS
As a single woman, I am compelled 
to respond to Dr. John Strefeler’s arti­
cle, “The Tax Penalty on Marriage.’’ 
While he alludes to the single tax 
penalty, he does not, in my opinion, 
address it directly enough or strongly 
enough. The highest penalty tax in 
Table 1 is $4,394 for incomes of 
$90,000 or more. It does not take much 
time to realize the savings the couple 
has by being married is significantly 
greater than $4,394. They are together 
paying one house note, one phone bill, 
one electric bill, etc. A married couple 
in this situation has more net dispos­
able income to put in other tax shelters 
thereby further lowering their adjusted 
gross income. Being married sounds 
like a good tax deal to me, I don’t know 
what they are complaining about. 
Judy Jo Baiamonte, CPA 
Houston, TX
Dr. Strefeler replies:
As a single taxpayer myself, I am sym­
pathetic to Ms. Baiamonte’s concern 
that the existence of a tax penalty on 
singles not be overlooked. While the 
thrust of my article in the October 1982 
issue of The Woman CPA was with tax 
discrimination against married couples 
because that facet of the problem has 
been more visible and troublesome, I 
tried to give adequate attention to the 
fact that it is only one element of the 
larger issue of marriage neutrality. In 
particular, I emphasized that the two- 
earner deduction enacted as a part of 
ERTA is a short-run, partial solution to 
the problem. It relieves one symptom 
without in any way curing the under­
lying disease—we still have both a mar­
riage penalty and a marriage bonus 
(i.e., a single penalty).
The point of differential living costs 
is not so convincing. The tax system 
uses income as its base, and in general 
does not discriminate among taxpayers 
based upon their personal, family, or 
living expenses. Itemized deductions 
such as medical expenses and 
charitable contributions are the excep­
tion rather than the rule. Also, the ad­
vantage of shared expenses is not 
limited to those who are married. It 
would certainly be possible for unmar­
ried sisters, for example, to share a 
household and thus to split one house 
payment, one phone bill, one electric 
bill, etc. Single taxpayers who choose 
to live alone are making a personal life­
style decision, and it is not at all clear 
that the financial consequences of 
such a decision should be “corrected” 
through the tax system.




Marguerite Reimers has been 
awarded the American Woman’s 
Society of Certified Public Account­
ants’ Public Service Award. She re­
ceived this award based upon her 
outstanding service to promote women 
in accounting. She has served as 
editor of Bulletin Washington Society 
CPAS, editor of the Woman CPA, a 
board member and the accountant for 
the Group Homes of Washington and 
member of the Washington State Com­
mission on the Status of Women. 
Other awards she has received include 
the Seattle Business Woman of the 
Year, Honorary Member of Seattle 
Chapter No. 9 ASWA and Women’s 
Network Mentor Award.
Ms. Reimers began her accounting 
career at the early age of fourteen 
becoming her father’s bookkeeper. 
She went on to receive the highest 
grades awarded for the CPA examina­
tion of May, 1947 and was the 21st 
woman to receive a certificate from the 
state of Washington. In 1950 she set 
up her accounting practice in Seattle 
and since then has helped many 
women in the field of accountancy.
She has held various offices in the 
Washington Society of CPAS, Ameri­
can Woman’s Society of CPAS, Ameri­
can Society of Women Accountants, 
American Society of Woman Account­
ants—Seattle Chapter No. 9, Washing­
ton State Federation, of Business and 
Professional Women, and Renton and 




Some people need a drink to 
do it.
Others toy with the idea for 
months before they get up the 
courage.
But you can take a lot of pain 
out of the experience.
With the techniques Robert 
Half reveals in his new 16-page 
booklet, How To Hire Smart.
It tells you how to interview. 
How to hire.
How to fire.
It’s condensed from Robert 
Half's 34 years of specialized expe­
rience in financial, accounting and 
edp recruiting.
And it’s yours free as soon as 
you call anyone of the 80 
Robert Half independently 
owned and operated 
offices (look in the white 
pages for our number, 
or simply fill in the coupon 
below).
Meanwhile, here are a few 
hints from the booklet.
Don’t drag it out.
When you have to let some­
body go, don’t hem and haw. The 
longer you wait to spring the news, 
the tougher it gets.
Be super tactful. Do your 
best to give an explanation that the 
person can live with. But by all 
means be truthful.
The specialist for 34 years.
Robert Half pioneered the con­
cept of specialized recruiting. Be­
cause a specialist does a better job.
His annual survey booklet has 
become the standard guide of gov­
ernment and business-since 1950.
In fact, when a Senate Commit­
tee needed expert testimony on 
recruiting practices in the account­
ing profession, they called him.
With 80 offices in 3 countries, 
the Robert Half organization is the 
largest specialized recruiter- 
which means we can give you the 
best choice of first-rate 
candidates.
So when you hire 
somebody recom­
mended by a Robert 
Half office, you may 
save yourself the 
 agony of firing.
Please send me your booklet How To Hire Smart.
(Mail this coupon to Robert Half International, Inc., 
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